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REFORMING  MEDICARE 


THURSDAY,  JANUARY  23,  1997 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 
The  committee  met,  pursuant  to  notice,  at  10:05  a.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Pete  V.  Domenici 
(chairman  of  the  committee)  presiding. 

Present:  Senators  Domenici,  Grassley,  Nickles,  Gramm,  Gorton, 
Gregg,  Abraham,  Frist,  Smith,  Lautenberg,  Conrad,  Murray, 
Wyden,  Feingold,  Johnson,  and  Durbin. 

Staff  present:  G.  WilHam  Hoagland,  staff  director;  and  Keith 
Hennessey,  economist  for  health. 

For  the  minority:  William  G.  Dauster,  democratic  chief  of  staff 
and  chief  counsel;  and  Sue  Nelson,  director  of  budget  review  and 
analysis,  senior  analyst  for  medicare. 

OPENING  STATEMEOT  OF  CHAIRMAN  DOMENICI 

Chairman  DOMENICI.  Could  we  have  order,  please? 

The  first  order  of  business  this  morning  is  to  wish  a  Happy 
Birthday  to  Senator  Lautenberg.  Senator  Lautenberg,  I  brought 
you  a  special  present  from  the  Chairman. 

Senator  Lautenberg.  Quickly,  take  it,  take  it. 

Chairman  Domenici.  I  wanted  to  note  we  won't  ask  him  what 
birthday  this  is,  but  it  is  common  knowledge  and  everybody  under- 
stands that  he  has  a  very  special  interest  in  the  subject  before  us. 

Senator  Lautenberg.  Yes,  so  that  when  I  get  to  be  a  senior  citi- 
zen, I  wauit  to  know  what  my  benefits  are,  and  I  don't  want  this 
fund  running  out  before  it  is  my  turn  to  collect. 

Chairman  DOMENICI.  We  don't  want  you  to  get  too  carried  away 
about  whether  you  are  already  interested  in  this  program.  It  seems 
to  some  of  us  that  you  are  interested  in  it  because  this  birthday 
is  one  that  puts  you  well  within  the  class  of  American  citizens  that 
we  frequently  refer  to  as  senior  citizens. 

Senator  Lautenberg.  I  prefer  to  be  known  as  being  part  of  that 
class  of  citizens  that  fought  for  the  freedom  of  America  in  World 
War  II,  as  young  as  I  was. 

Chairmein  Domenici.  Yes,  indeed.  Now  we  have  the  record 
straight. 

Senator  Lautenberg.  Thank  you  very  much  for  that  note. 

Chairman  Domenici.  I  think  everybody  understands  the  impor- 
tance of  the  issue  before  us  today.  I  think  it  is  important  that  ev- 
erybody know  that  if  we  are  going  to  preserve  this  very  important 
program  for  the  future,  medicare  must  be  reformed.  If  we  are  to 
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balance  the  budget  by  2002  and  keep  it  in  balance  thereafter,  medi- 
care must  be  reformed. 

We  have  four  witnesses  this  morning,  one  from  the  Administra- 
tion added  in  the  last  24  hours.  As  members  know,  this  hearing 
had  been  scheduled  on  medicare,  and  it  was  scheduled  prior  to  us 
knowing  that  the  President  would  release  a  medicare  proposal  on 
Tuesday.  Yesterday,  I  along  with  our  ranking  member,  Senator 
Lautenberg,  asked  if  it  would  be  possible  to  have  someone  from  the 
Administration  describe  the  proposal  to  this  committee  this  morn- 
ing. And  I  guess  you,  Mr.  Lew,  you  drew  the  straw.  Is  that  correct? 

Mr.  Lew.  I  did,  and  it  is  a  pleasure  to  be  here  with  the  straw. 

Chairman  DOMENICI.  Thank  you.  I  thank  the  President  for 
agreeing  to  our  request,  and  I  again  thank  you  for  coming  here  on 
such  short  notice. 

We  have  agreed  with  the  White  House  that — and  I  want  all  the 
members  to  know  this.  It  means  that  I  will  exert  my  Chairman 
prerogative  on  this.  We  have  agreed  that  the  committee's  questions 
to  the  witness  will  relate  only  to  medicare.  The  President  has  not 
submitted  his  budget,  and  it  is  not  for  us  to  inquire  since  they  are 
gracious  in  sending  him  here  about  other  matters.  And  I  assure 
you  that  you  have  told  me  that  this  morning,  and  I  will  protect 
that  for  you. 

Mr.  Lew.  I  appreciate  that,  Mr.  Chairman. 

Chairman  DOMENICI.  I  also  appreciate  the  other  distinguished 
witnesses'  willingness  to  adjust  to  this  last  change  in  the  hearing. 
I  know  that  you  understand  the  importance  of  having  the  Adminis- 
tration testify,  and  we  will  appreciate  any  comments  that  you  may 
yourself  have  on  the  Administration's  proposal  if  you  feel  like  in 
your  remarks  you  want  to  comment. 

Let  me  make  a  closing  observation.  I  have  discussed  this  here- 
tofore. We  will  hear  from  Dr.  Wilensky  about  the  short-term  and 
the  long-term  financial  problems  of  medicare,  but  I  think  it  is  fair 
to  say  that  some  health  analysts  are  now  beginning  to  suggest  that 
medicare  is  already  in  its  long-term  problem  arena.  Fundamental 
structural  changes  to  this  program  are  needed  soon.  The  bank- 
ruptcy of  the  Hospital  Insurance  Trust  Fund  is,  for  all  practical 
purposes,  on  us  now.  In  just  4  years,  it  will  be  a  reality.  And  that 
trust  fund  will  accumulate  $660  billion  in  deficits  over  the  next  10 
years  if  left  unchanged. 

I  would  repeat  that.  The  trust  fund  will  accumulate  $660  billion 
in  deficits  over  the  next  10  years  if  left  unchanged. 

Even  with  some  slight  projected  slowdown  in  the  program's 
growth  compared  to  last  year  at  this  time,  it  is  still  growing  at  an 
unsustainable  rate  of  9  percent  a  year.  Our  goal  is  to  preserve  this 
program  while  recognizing  the  fiscal  imbalance  it  is  creating  in  our 
Federal  budget  and  for  our  senior  citizens  in  the  future. 

Securing  solvency  in  this  trust  fund  is  critical,  but  it  is  not  all 
that  should  be  done.  As  Dr.  Frist,  Senator  Frist,  stated  yesterday, 
just  reducing  pajrments  to  providers,  while  that  may  help  strength- 
en the  trust  fund  and  achieve  short-term  savings,  may  not  nec- 
essarily generate  the  long-term  reforms  necessary  to  preserve  the 
program  for  the  future  unless  beneficiaries  change  their  utilization 
patterns  and  unless  the  program  has  in  some  way  a  new  cost  con- 
sciousness attached  to  it  that  does  not  exist  now. 
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I  look  forward  to  hearing  from  the  Administration  on  the  Admin- 
istration proposals  and  from  the  other  witnesses  on  their  ideas  that 
we  will  greatly  appreciate  hearing. 

Senator  Lautenberg? 

OPENING  STATEMENT  OF  SENATOR  LAUTENBERG 

Senator  Lautenberg.  Thank  you,  Mr.  Chairman. 

Thanks  very  much,  Mr.  Chairman,  for  making  certain  that  the 
witness  table  had  people  of  different  views,  and  I  always  do  appre- 
ciate your  openness.  And  thank  you  for  the  birthday  congratula- 
tions. One  doesn't  like  to  admit  it  as  the  years  go  by.  On  the  other 
hand,  when  I  think  of  how  I  used  to  regard  people  my  age  as  being 
old  codgers  and  what  do  we  have  to  worry  about  them  for,  I  don't 
think  of  myself  that  way,  even  though  everyone  else  may. 

I  want  to  welcome  our  witnesses  to  this  important  hearing  on 
medicare  reform  this  morning.  Over  the  past  couple  of  years,  medi- 
care has  become  the  major  focus  of  our  budget  and  health  care  dis- 
cussions. But  before  we  hear  from  our  witnesses,  there  is  a  point 
I  would  like  to  make. 

Medicare,  by  any  yardstick  of  measurement,  is  an  enormous  suc- 
cess. All  we  have  to  do  is  look  at  the  quality  of  life  and  the  health 
condition  of  most  of  our  senior  citizens  at  ages  when  in  the  past 
it  would  have  been  thought  that  you  were  well  over  the  hill  and 
forget  about  it.  And  we  are  not  just  talking  about  numbers.  We  are 
talking  about  human  experiences,  about  lives,  about  families.  So 
before  we  get  too  anxious  with  a  radical  overhaul,  we  have  got  to 
think  of  what  it  is  that  we  are  going  to  do  when  we  make  change. 

Medicare  is  essential  to  providing  health  and  economic  security 
for  37  million  seniors  and  disabled  beneficiaries,  most  of  whom  are 
on  fixed  incomes.  In  fact,  three-quarters  of  our  seniors  earn  less 
than  $25,000  a  year.  And  so  before  we  go  into  major  changes  to  the 
Medicare  Program,  I  want  to  remind  everyone  that  medicare  bene- 
ficiaries spend,  in  addition  to  their  insurance  coverage,  an  average 
of  21  percent  of  their  income  on  out-of-pocket  health  care  costs. 

Now,  earlier  this  week,  the  White  House  gave  us  the  outUnes  of 
its  new  medicare  plan.  And  although  we  await  the  full  details  with 
the  release  of  the  President's  budget,  we  know  three  things  about 
the  plan. 

First,  it  is  part  of  a  larger  plan  that  will  balance  the  budget  by 
the  year  2002. 

Second,  it  will  meike  medicare  solvent  through  2006.  Now,  that 
is  not  the  kind  of  program  that  gives  us  a  lot  of  comfort  and  relax- 
ation. But  the  fact  is  that  there  is  an  opportunity  to  continue  to 
examine  the  program  and  ways  to  improve  it  and  curb  the  expense 
at  the  same  time. 

Third,  through  improvements  to  existing  programs  as  well  as  in- 
novations, pilot  programs,  it  takes  the  first  critical  steps  to  address 
the  health  issues  of  the  next  century.  For  example,  it  gives  seniors 
a  choice  of  health  plans  beyond  HMOs,  and  in  my  view,  we  should 
expand  choice  for  seniors.  We  should  be  wary  of  medicare  reforms 
that  push  them  into  managed  care  programs.  Many  are  pushing  for 
a  rapid  expEinsion  of  medicare  memaged  care  as  a  cost-saving  op- 
tion. I  would  hope,  however,  that  we  would  be  very  careful  before 
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we  commit  ourselves  to  anjrthing  that  could  undermine  a  crucial 
and  successful  program. 

We  should  continue  to  offer  managed  care  as  an  option,  not  as 
a  requirement.  Most  of  us  have  received  lots  of  constituent  letters 
detailing  problems  with  HMOs.  We  have  heard  of  the  terrible  sto- 
ries of  the  12-hour  baby  deliveries  and  waiting  patients  suffering 
in  emergency  rooms  for  their  time  to  be  tended  to.  And  these  may 
be  isolated  cases,  but  we  hear  lots  about  them,  and  they  are  dis- 
turbing. They  show  why  we  must  proceed  with  caution  and  to 
make  certain  that  the  seniors  continue  to  get  the  quahty  care  that 
best  suits  them. 

I  am  also  deeply  concerned  that  medicare  could  be  turned  into 
a  two-tiered  system.  Now,  some  have  proposed  in  this  Congress 
that  by  creating  a  rigid  Voucher  System  for  seniors  to  buy  health 
insurance  we  may  be  improving  the  program.  But  I  am  afraid  that 
under  that  kind  of  scheme  the  middle  class  and  the  poor  would 
only  be  able  to  afford  minimum  bargain-basement  health  care 
while  the  wealthy  would  buy  the  fullest  of  plans.  That  is  not  right. 
No  American's  life  sp£in  or  health  should  ever  be  determined  by  the 
size  of  his  or  her  pocketbook. 

Once  again,  I  welcome  our  witnesses  and  look  forward  to  hearing 
from  you  on  how  we  can  best  protect  and  improve  the  Medicare 
System. 

Thank  you,  Mr.  Chairman. 

Chairman  DOMENICI.  Thank  you. 

Now,  we  are  going  to  proceed,  and  since  we  have  four  witnesses, 
obviously  we  have  a  lot  of  Senators  today,  and  they  want  to  ask 
some  questions.  So  can  we  try  to  put  it  on  at  7  ¥2  minutes  each? 
But  we  will  tell  you  right  up  front  it  looks  like  10  minutes  would 
be  all  right.  But  if  we  don't  do  it  this  way,  you  will  use  15  minutes. 

Mr.  Lew,  would  you  proceed,  please? 

STATEMENT  OF  JACOB  J.  LEW,  DEPUTY  DIRECTOR,  OFFICE  OF 
MANAGEMENT  AND  BUDGET 

Mr.  Lew.  Thank  you,  Mr.  Chairman,  Senator  Lautenberg,  mem- 
bers of  the  committee.  It  is  a  pleasure  to  be  here  today,  and  I 
thank  you  for  the  invitation  to  follow  up  on  the  President's  remarks 
on  Tuesday  about  medicare. 

As  you  know,  the  President's  budget  will  be  transmitted  to  Con- 
gress on  February  6,  and  it  is  a  little  unusual  for  the  Administra- 
tion to  be  testifying  in  advance.  We  appreciate  that  the  committee's 
invitation  to  us  to  testify  was  offered  in  the  same  spirit  of  coopera- 
tion as  were  the  President's  remarks  themselves  last  Tuesday  and 
that  we  are  now  engaged  in  an  effort  to  work  together,  both  to  ex- 
tend the  solvency  of  the  Medicare  Trust  Fund  and  to  balance  the 
budget  by  2002. 

The  President  believes  we  have  a  unique  opportunity  to  balance 
the  budget  if  we  work  together  on  a  bipartisan  basis.  He  an- 
noimced  the  broad  outlines  of  his  medicare  policy  a  few  days  ago 
precisely  because  he  wanted  to  seize  the  moment  to  work  together. 

Since  many  of  the  final  details  of  our  budget  are  still  being  com- 
pleted, I  know  there  are  going  to  be  questions  that  you  have  that 
are  at  a  level  of  detail  where  the  answers  will  have  to  be  deferred 
somewhat.  I  apologize  in  advance  for  that,  but  will  assure  you  that 
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any  questions  that  can't  be  answered  fully  today,  Administration 
officials  from  0MB,  from  HHS,  and  HCFA  will  be  available  to  re- 
spond fully  when  the  budget  is  released  the  week  after  next. 

The  President  articulated  three  principles  underlying  the  medi- 
care policy  that  will  be  presented  in  his  budget.  First,  it  will  in- 
clude structural  reforms  to  make  the  program  work  more  efficiently 
and  to  take  advantage  of  changes  in  the  health  care  marketplace. 
Second,  it  will  extend  the  solvency  of  the  Medicare  Part  A  Trust 
Fund  for  10  years.  Third,  because  the  medicare  policy  will  save 
$138  billion  over  6  years,  it  will  meet  the  Congress  halfway  and 
bring  us  closer  to  bipartisan  agreement  on  a  balanced  budget. 

Because  both  the  President  and  Congress  have  committed  to  bal- 
ancing the  budget  by  2002,  5  years  from  now,  we  will  be  presenting 
numbers  in  5-year  terms.  At  the  same  time,  from  last  year's  debate 
many  of  us  have  6-year  numbers  that  we  are  familiar  with.  In  an 
attempt  to  try  and  address  the  interest  that  members  and  that  all 
of  us  nave  in  comparing  apples  to  apples,  we  will  be  talking  in  5- 
and  6-year  terms  so  that  we  will  always  know  what  numbers  we 
are  comparing  to  which. 

One  point  I  would  Hke  to  make  right  at  the  outset  is  that  we 
have  $138  billion  in  savings  over  6  years  and  $100  billion  in  sav- 
ings over  5  years.  And  these  totals  do  not  include  either  any  of  the 
benefit  increases  or  any  of  the  savings  associated  with  the  home 
health  care  policy.  What  I  mean  by  that  is  there  are  no  savings  at- 
tributed to  the  home  health  care  policy,  and  the  spending  associ- 
ated with  new  benefits  are  netted  out  of  the  total.  So  that  the  $138 
billion  and  the  $100  billion  are  full  net  numbers. 

The  1998  budget  preserves  and  improves  medicare,  extending  the 
solvency  of  the  Part  A  Trust  Fund  into  2007.  The  budget,  like  the 
President's  previous  two  budgets,  also  gives  beneficiaries  more 
choices  among  private  health  plans  and  makes  medicare  more  effi- 
cient and  responsive  to  beneficiary  needs.  At  the  same  time  it  re- 
duces provider  payments. 

The  President's  1998  budget  builds  on  the  policies  in  the  1997 
budget.  Last  year,  we  wanted  to  extend  the  solvency  of  the  Part  A 
Trust  Fund  by  10  years.  According  to  the  chief  actuary  at  the 
Health  Care  Financing  Administration,  the  medicare  policy  in  the 
1998  budget  will  extend  the  trust  fund  solvency  into  2007. 

Last  year,  we  wanted  to  restrain  provider  payments  at  a  level 
that  would  continue  to  ensure  the  quality  of  and  access  to  care. 
This  year,  we  believe  that  we  can  restrict  provider  payments,  par- 
ticularly in  the  areas  of  managed  care  and  hospitals,  even  more 
than  we  did  last  year,  without  harming  either  quality  or  access  to 
care. 

Last  year,  we  wanted  to  protect  beneficiaries  from  major  new 
out-of-pocket  expenditures  and  allow  them  to  take  advantage  of  ad- 
vances in  preventive  care.  This  year,  we  continue  to  adhere  to  this 
principle  by  keeping  the  Part  B  premium  at  25  percent  of  program 
costs  and  by  proposing  new  preventive  health  care  benefits. 

While  the  medicare  policy  in  our  1998  budget  is  similar  in  many 
ways  to  our  policy  last  year,  based  on  our  most  current  analysis 
there  are  several  significant  policy  changes,  in  particular  with  re- 
gard to  payment  rates  for  managed  care  and  outpatient  prospective 
payment. 
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Let  me  begin  with  managed  care.  There  is  substantial  and  grow- 
ing evidence  that  medicare  pays  too  much  for  managed  care  and, 
in  fact,  loses  money  for  every  beneficiary  who  opts  for  managed 
care.  The  new  poUcy  proposals  will  reduce  reimbursements  to  man- 
aged care  plans  by  about  $34  billion  over  5  years,  $46  billion  over 
6  years.  These  savings  will  come  from  three  sources: 

First,  medicare  reimbursement  for  managed  care  plans  will  be 
reduced  from  the  current  rate  of  95  percent  of  fee-for-service  plans 
down  to  90  percent  of  fee-for-service  plans.  This  produces  $8  bilUon 
in  savings  over  6  years. 

Second,  there  will  be  indirect  savings  of  $18  billion  over  5  years 
because  Medicare  HMO  pajonent  rates  are  based  on  the  fee-for- 
service  rates,  and  as  the  fee-for-service  rates  decline,  so  do  the 
HMO  rates. 

Finally,  the  poUcy  carves  out  the  medical  education  and  uncom- 
pensated care  payments  from  the  HMO  reimbursement  formula, 
and  these  funds  will  be  paid  directly  to  academic  health  centers 
and  to  HMOs  that  run  their  own  residency  programs.  This  feature 
of  our  plan  saves  $10  bilHon  over  5  years  and  $13  billion  over  6 
years. 

In  the  area  of  hospitals,  the  proposals  in  the  1998  budget  relat- 
ing to  hospitals  will  reduce  the  annual  inflation  increase — ^the  up- 
date for  hospitals;  it  will  reduce  payments  for  hospital  capital;  re- 
form pajnnents  for  graduate  medical  education;  and  implement  pro- 
spective payment  for  outpatient  departments  while  protecting 
beneficiaries  from  increasing  charges  for  those  services.  In  particu- 
lar, the  provisions  regarding  prospective  payment  on  outpatient 
services  are  new  policy  and  are  an  attempt  to  extend  the  prospec- 
tive payment  policy,  which  has  significant  effect  on  cost  contain- 
ment in  that  growing  area  of  care  utilization.  These  proposals  on 
hospitals  overall  achieve  $33  billion  in  net  savings  over  5  years, 
$46  billion  over  6  years. 

The  budget  will  also  propose  to  establish  new  provider  service 
networks  which  will  allow  hospitals  and  other  providers  to  estab- 
lish their  own  health  care  plans  to  compete  with  current  Medicare 
HMOs. 

As  I  mentioned  earlier,  the  budget  will  estabUsh  a  new  pool  of 
funding,  $10  billion  over  5  years,  for  direct  payments  to  academic 
health  centers  and  eligible  HMOs.  These  payments  will  compensate 
academic  centers  for  the  costs  of  medical  education  and  care  for  in- 
digent patients.  We  propose  establishing  this  new  pool  at  the  same 
time  that  we  remove  medical  education  and  uncompensated  care 
costs  from  the  formula  we  use  to  pay  HMOs.  The  net  hospital  sav- 
ings, as  I  mentioned,  of  $33  billion  reflect  these  pa)rments  to  teach- 
ing hospitals. 

With  regard  to  physician  payments,  the  budget  proposes  to  save 
about  $7  billion  over  5  years  and  $10  billion  over  6  years.  This  re- 
duction is  relatively  small  because  medicare  has  been  quite  suc- 
cessful in  constraining  growth  in  reimbursement  to  physicians. 

With  regard  to  skilled  nursing  facilities,  the  budget  will  propose 
to  save  about  $7  billion  over  5  years  and  $9  billion  over  6  years 
through  the  establishment  of  a  prospective  payment  system.  This 
benefit  has  been  growing  at  double-digit  rates,  and  there  is  a  con- 
sensus that  moving  to  capitated  rates  will  help  contain  costs. 
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In  the  area  of  fraud  and  abuse,  the  budget  proposes  strong  fraud 
and  abuse  provisions,  including  measures  to  ehminate  fraud  in 
home  health  care,  such  as  ensuring  that  home  health  agencies  are 
reimbursed  based  on  the  location  of  the  service,  not  the  billing  of- 
fice. The  budget  also  would  repeal  several  provisions  in  last  year's 
health  reform  law  that  weakened  anti-fraud  enforcement.  Overall, 
the  anti-fraud  initiatives  in  the  budget  would  save  $9  billion  over 
5  years  and  $12  billion  over  6  years. 

With  regard  to  beneficiaries,  the  1998  budget  will  propose  a 
number  of  changes  in  law.  There  will  be  Medigap  protections  and 
proposals  to  increase  beneficiary  choice. 

First,  the  1998  budget  will  propose  extending  current  law  that 
sets  the  Part  B  premium  at  25  percent  of  program  costs.  As  you 
know,  in  1993  that  was  extended  through  1998.  This  would  simply 
extend  the  current  policy.  This  achieves  $10  billion  over  5  years 
and  $18  billion  over  6  years. 

Second,  the  budget  will  propose  

Chairman  DOMENICI.  What  would  you  do  with  the  25  percent, 
again?  Would  you  repeat  that? 

Mr.  Lew.  Yes,  Senator.  The  budget  will  propose  extending  the 
current  law  provision  which  sets  the  Part  B  premium  at  25  percent 
of  Part  B  costs.  Under  the  1993  reconciliation  bill,  that  was  set  to 
expire,  and  now  it  would  just  be  extended,  the  same  policy. 

Second,  the  budget  will  propose  new  preventive  health  care  bene- 
fits to  improve  the  health  care  of  senior  citizens  and  to  reduce  the 
incidence  of  disease.  The  plan  covers  diabetes  management,  annual 
mammograms,  colorectal  screening,  and  proposes  to  waive 
copayments  for  the  mammography  benefit.  It  also  increases  reim- 
bursement rates  for  certain  immunizations  to  ensure  that  seniors 
are  protected.  The  budget  also  proposes  an  Alzheimer's  respite  ben- 
efit starting  in  1998  to  assist  families  of  medicare  beneficiaries  who 
have  Alzheimer's  diseases.  Total  beneficiary  investments  in  the 
budget  will  cost  $13  billion  over  5  years  and  $22  billion  over  6 
years,  but  I  want  to  emphasize  that  these  costs  are  reflected  in  our 
total  savings.  There  are  savings  in  the  plan  to  cover  the  increase 
in  the  cost  due  to  the  beneficiary  investments.  It  is  not  a  net  in- 
crease outside  of  our  budget. 

Third,  because  of  a  flaw  in  the  reimbursement  methodology, 
beneficiaries  now  in  effect  contribute  a  50  percent  copayment  for 
outpatient  visits.  The  1998  budget  will  propose  to  prevent  further 
increases  in  copayments  and  reduce  the  copayment  to  20  percent 
over  the  next  decade. 

Fourth,  the  budget  will  propose  new  Medigap  protections,  such 
as  new  open  enrollment  requirements  and  prohibitions  against  the 
use  of  pre-existing  condition  exclusions,  to  increase  the  security  of 
medicare  beneficiaries  who  wish  to  opt  for  managed  care  but  fear 
they  will  be  unable  to  obtain  Medigap  Insurance  if  they  decide  to 
return  to  fee-for-service  plans.  I  understand  that  these  provisions 
are  similar  to  provisions  that  are  in  a  bipartisan  piece  of  legislation 
that  is  currently  pending  before  the  new  Congress. 

Last,  the  budget  will  propose  new  private  plan  choices,  through 
new  PPO  and  provider  service  network  choices,  for  beneficiaries. 

The  budget  also  contains  several  structural  reforms.  The  1998 
budget  will  propose  to  bring  the  Medicare  Program  into  the  21st 
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century.  We  will  propose  establishing  new  health  care  plan  options, 
such  as  the  PPOs  and  provider  service  networks  that  I  have  men- 
tioned, but  we  will  also  propose  annual  open  enrollment  for  all 
medicare  plans,  with  an  independent  third  party  responsible  for  in- 
forming beneficiaries  of  their  options  and  enrolling  those  interested 
in  the  managed  care  plan  of  their  choice. 

Third,  we  will  propose  market-oriented  purchasing  for  medicare, 
including  the  new  Prospective  Payment  System  for  home  health 
care,  nursing  home  care,  and  outpatient  hospital  services.  We  will 
also  propose  competitive  bidding  authority  and  the  use  of  centers 
of  excellence  to  improve  quality  and  cut  back  on  costs. 

Fourth,  we  will  propose  adding  new  Medigap  protections,  such  as 
prohibiting  pre-existing  condition  exclusions  and  requiring  annual 
open  enrollments  that  make  it  possible  for  beneficiaries  to  switch 
back  fi:*om  a  managed  care  plan  to  traditional  medicare  without  the 
fear  that  they  will  be  unable  to  obtain  affordable  Medigap  Insur- 
ance. 

Let  me  speak  for  just  a  moment  about  home  health  care.  Home 
health  care  cost  has  become  one  of  the  fastest  growing  components 
of  the  Medicare  Program.  It  has  been  growing  at  double-digit  rates. 
The  Home  Health  Care  Program  was  originally  designed  as  an 
acute  care  service  for  beneficiaries  who  had  been  hospitalized. 
However,  over  time,  that  benefit  has  grown  and  increasingly  be- 
come a  chronic  care  benefit  not  linked  to  hospitalization. 

The  budget  will  propose  to  establish  a  new  prospective  payment 
system  for  home  health  and  a  number  of  other  program  integrity 
initiatives.  Together  these  proposals  will  save  $14  billion  over  5 
years,  $18  billion  over  6  years,  and  they  are  included  in  our  overall 
savings  of  $100  billion  over  5  years  and  $138  billion  over  6  years. 

The  President's  proposal  will  also  restore  the  original  split  of 
home  health  care  payments  between  Part  A  and  Part  B  of  medi- 
care. The  first  100  home  health  visits  following  a  3-day  hospitaliza- 
tion would  be  reimbursed  by  Part  A,  and  all  other  visits,  including 
those  not  following  hospitalization,  would  be  reimbursed  by  Part  B. 
This  is  the  same  policy  in  the  President's  1997  budget.  It  is  also 
similar  to  a  provision  in  a  Medicare  Reform  Bill  the  House  passed 
last  Congress. 

There  has  been  a  great  deal  of  public  discussion  about  the  home 
health  reallocation,  and  I  wanted  to  make  very  clear  right  at  the 
start  that  these  changes  have  only  been  scored  to  3deld  budget  sav- 
ings from  the  prospective  payment  provision,  not  fi"om  the 
reallocation.  The  $100  billion  of  5-year  savings  and  the  $138  billion 
of  6-year  savings  includes  no  contribution  from  the  resillocation.  In 
addition,  beneficiaries  will  not  be  affected  by  this  restoration  of  the 
original  poHcy.  This  policy  avoids  the  need  for  excessive  reductions 
in  payments,  to  hospitals,  to  physicians,  and  to  other  health  care 
providers  while  helping  to  extend  the  solvency  of  the  Part  A  Trust 
Fund. 

Finally,  I  would  like  to  talk  for  a  moment  about  Part  A  Trust 
Fimd  solvency.  If  we  do  not  make  any  changes  to  the  Part  A  Pro- 
gram, the  Part  A  Trust  Fund  will  become  insolvent  by  early  cal- 
endar year  2001.  Clearly,  none  of  us  think  that  we  can  allow  that 
to  happen.  Therefore,  the  1998  budget  has  real  Part  A  savings,  as 
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well  as  structural  reforms,  that  extend  the  solvency  of  the  trust 
fund  to  2007. 

We  reduce  the  growth  of  payments  to  hospitals.  We  reform  the 
payment  system  for  home  health  agencies  and  skilled  nursing  fa- 
cihties  to  increase  incentives  for  these  providers  to  contain  costs. 
We  also  reduce  payments  to  HMOs  from  95  percent  to  90  percent 
of  fee-for-service  costs  and  reduce  the  growth  in  HMO  payment 
rates. 

The  medicare  policies  in  the  1998  budget  are  consistent  with  our 
policies  and  principles  from  last  year:  to  extend  the  solvency  of  the 
trust  fund,  to  reduce  provider  pajnments  without  damaging  quality 
of  services  and  access  to  services,  and  to  protect  beneficiaries.  The 
savings  we  have  added  to  this  budget — in  managed  care,  outpatient 
pajonents,  and  other  areas — ^bridge  the  gap  between  the  Congress 
and  the  Administration  that  remained  at  the  end  of  the  balanced 
budget  negotiations  last  year. 

We  believe  these  medicare  proposals  are  the  most  appropriate 
ones  to  extent  the  solvency  of  the  trust  fund,  protect  medicare,  and 
reduce  the  deficit.  We  look  forward  to  working  with  the  Congress 
in  the  spirit  of  bipartisanship  to  make  sure  that  we  can  keep  medi- 
care's promise  to  current  and  fiiture  generations  and  to  balaince  the 
budget  by  2002. 

Thank  you  very  much. 

Chairman  DoMENici.  Thank  you  very  much,  Mr.  Lew.  Do  you 
have  a  time  limit  on  how  long  you  can  be  with  us  this  morning? 

Mr.  Lew.  Given  the  short  notice  of  this  hearing,  it  would  be  best 
if  I  could  get  back  by  noon,  if  that  is  possible  for  the  committee. 

Chairman  DOMENICI.  We  will  try. 

Mr.  Lew.  Thank  you. 

[The  prepared  statement  of  Mr.  Lew  follows:] 

Prepared  Statement  of  Jacob  J.  Lew,  Deputy  Director,  Office  of 
Management  and  Budget 

Mr.  Chairman,  thank  you  for  your  invitation  to  the  Administration  to  testify  at 
this  hearing  today.  We  very  much  appreciate  the  opportunity  to  follow  up  to  the 
President's  statement  on  Tuesday  regarding  the  medicare  savings  in  his  balanced 
budget  plan. 

We  will  of  course  give  vou  and  your  staff  a  full  briefing  on  the  details  of  the  budg- 
et after  it  is  transmitted  to  the  Congress  on  February  6.  In  the  meantime,  I  hope 
you  will  understand  that  we  may  have  to  defer  answering  some  of  your  more  de- 
tailed questions  until  that  time. 

The  President  believes  we  have  a  unique  opportunity  to  balance  the  budget  if  we 
work  together  on  a  bipartisan  basis.  He  announced  the  broad  outlines  of  his  medi- 
care poUcy  a  few  days  ago  because  he  wanted  to  seize  the  moment  to  work  together. 

The  President  articulated  three  principles  underlying  the  medicare  policy  that 
will  be  presented  in  his  budget.  First,  it  will  include  structural  reforms  that  will 
make  the  program  work  more  efficiently  and  take  advantage  of  changes  in  the 
health  care  marketplace.  Second,  it  will  meet  his  goal  of  extending  the  solvency  of 
the  Medicare  Part  A  Trust  Fund  for  10  years.  Third,  because  the  medicare  policy 
will  save  $138  billion  over  6  years,  it  will  meet  the  Congress  halfway  and  bring  us 
closer  to  bipartisan  agreement  on  a  balanced  budget. 

Today  I  would  like  to  provide  an  overview  of  the  policies  in  the  Administration's 
medicare  package.  Because  both  the  President  and  the  Congress  have  committed  to 
balancing  the  budget  by  2002 — 5  years  from  now — I  will  describe  the  budget  policies 
in  terms  of  their  5-year  savings.  Since  most  observers  are  familiar  with  the  6-year 
savings  numbers  fi-om  the  budget  debate  last  year,  I  will  present  6-year  savings  fig- 
ures as  well. 

As  I  said  earlier,  the  President's  plan  saves  $138  billion  fi-om  the  Medicare  Pro- 
gram over  6  years;  the  equivalent  5-year  estimate  is  $100  billion.  The  savings 
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total  is  net  of  proposed  benefit  increases  and  does  not  reflect  the 
reallocation  of  certain  home  health  care  expenditures  from  Part  A  to  Part 
B. 

/  OVERVIEW 

The  1998  budget  preserves  and  improves  medicare,  extending  the  solvency  of  the 
Part  A  Hospital  Insurance  Trust  Fund  into  2007.  This  budget,  like  the  President's 
previous  two  budgets,  gives  beneficiaries  more  choices  among  private  health  plans, 
makes  medicare  more  efficient  and  responsive  to  beneficiary  needs,  and  reduces  pro- 
vider payments. 

The  President's  1998  budget  builds  on  his  1997  budget: 

•  Last  year,  we  wanted  to  extend  the  solvency  of  the  Part  A  Trust  Fund  by  10 
years.  According  to  the  Chief  Actuary  at  the  Health  Care  Financing  Administra- 
tion, the  medicare  policy  in  the  budget  will  extend  the  solvency  of  the  trust  fund 
to  2007. 

•  Last  year,  we  wanted  to  restrain  provider  payments  at  a  level  that  would  con- 
tinue to  ensure  the  quality  of  and  access  to  care.  This  year,  we  believe  that  we 
can  restrict  provider  payments — ^particularly  in  the  areas  of  managed  care  and 
hospitals — ^more  than  we  did  last  year,  without  harming  quaUty  and  access. 

•  Last  year,  we  wanted  to  protect  beneficiaries  fi-om  major  new  out-of-pocket  ex- 
penditures and  allow  them  to  take  advantage  of  advances  in  preventive  care.  This 
year,  we  continue  to  adhere  to  this  principle  by  keeping  the  Part  B  premium  at 
25  percent  of  program  costs  and  by  proposing  new  preventive  health  benefits. 

The  medicare  policy  in  our  1998  budget  is  similar  in  many  ways  to  our  policy  last 
year.  However,  basea  on  our  most  current  analysis,  there  are  several  policy  changes 
of  note,  in  particular  with  regard  to  payment  rates  for  managed  care,  outpatient 
prospective  payment,  and  competitive  bidding  for  laboratory  services  and  durable 
medical  equipment. 

MANAGED  CARE 

There  is  substantial  evidence  that  medicare  pays  too  much  for  managed  care 
plans  and,  in  fact,  loses  money  for  every  beneficiary  who  opts  for  managed  care.  The 
new  poUcy  proposals  will  reduce  reimoursements  to  managed  care  plans  by  about 
$34  billion  over  5  years  ($46  billion  over  6  years).  Savings  will  come  fi-om  three 
sources: 

(1)  The  1998  budget  will  propose  to  reduce  medicare  reimbursement  to  managed 
care  plans  fi*om  its  current  rate  of  95  percent  of  fee-for-service  rates  to  90  per- 
cent. The  reduction  does  not  start  imtil  2000,  and  it  accounts  for  $6  billion  in 
savings  over  5  years  (about  $8  billion  over  6  years). 

(2)  There  will  be  indirect  savings  of  $18  billion  over  5  years  (and  $25  billion  over 
6  years)  attributable  to  cuts  in  the  traditional  fee-for-service  side  of  the  pro- 
gram. Because  HMO  payments  are  based  on  a  percentage  of  fee-for-service  pay- 
ments, HMO  payments  are  reduced  as  a  function  of  our  proposed  cuts  in  the 
fee-for-service  side  of  the  program. 

(3)  Finally,  the  policy  carves  out  the  medical  education  and  uncompensated  care 
payments  fi*om  the  HMO  reimbursement  formula.  These  fimds  will  be  paid  di- 
rectly to  academic  health  centers  and  to  HMOs  that  run  their  own  residency 

Erograms.  This  aspect  of  the  plan  would  reduce  direct  managed  care  pajmients 
y  $10  billion  over  5  years  (and  $13  billion  over  6  years). 

HOSPITALS 

The  proposals  in  the  1998  budget  relating  to  hospitals  will  reduce  the  annual  in- 
flation increase,  or  "update,"  for  hospitals;  reduce  payments  for  hospital  capital;  re- 
form payments  for  graduate  medical  education;  and  implement  prospective  payment 
for  outpatient  departments  while  protecting  beneficiaries  fi*om  increasing  charges 
for  those  services.  The  budget  will  propose  to  achieve  $33  billion  in  net  savings  over 
5  years  ($46  biUion  over  6  years). 

The  budget  will  also  propose  to  establish  new  provider  service  networks  (PSNs), 
which  will  allow  hospitals  and  other  providers  to  estabUsh  their  own  health  care 
plans  to  compete  with  current  medicare  HMOs. 

As  I  mentioned  earlier,  the  budget  will  establish  a  new  pool  of  funding,  about  $10 
billion  over  5  years,  for  direct  payment  to  academic  health  centers  and  eligible 
HMOs.  These  payments  will  compensate  academic  health  centers  for  the  costs  of 
medical  education  and  care  for  indigent  patients.  We  propose  establishing  this  new 
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gool  at  the  same  time  we  remove  medical  education  and  uncompensated  care  costs 
•om  the  formula  we  use  to  pay  HMOs.  The  net  hospital  savings  of  $33  billion  re- 
flect these  payments  to  teaching  hospitals. 

PHYSICIANS 

With  regard  to  physicians,  the  budget  will  propose  to  save  about  $7  billion  over 
5  years  (about  $10  billion  over  6  years)  through  a  reduction  in  physician  updates. 
This  reduction  is  relatively  small  because  medicare  has  been  fairly  effective  in  con- 
straining growth  in  reimbursement  to  physicians. 

SKILLED  NURSING  FACILITIES 

With  regard  to  skilled  nursing  facilities,  the  budget  will  propose  to  save  about  $7 
bilUon  over  5  years  ($9  billion  over  6  years)  through  the  establishment  of  a  prospec- 
tive payment  system.  This  benefit  has  been  growing  at  double-digit  rates,  and  there 
is  a  consensus  that  moving  to  capitated  rates  will  help  contain  costs. 

FRAUD  AND  ABUSE 

The  budget  proposes  strong  fi-aud  and  abuse  provisions,  including  measures  to 
eliminate  fraud  in  home  health  care — such  as  by  ensuring  that  home  health  agen- 
cies are  reimbursed  based  on  the  location  of  the  service,  not  the  billing  office.  The 
budget  also  would  repeal  several  provisions  in  last  year's  health  reform  law  that 
weakened  anti-fraud  enforcement  (e.g.,  we  propose  repealing  the  advisory  opinions). 
The  anti-fraud  initiatives  in  the  budget  would  save  $9  bilUon  over  5  years  ($12  bil- 
lion over  6  years). 

BENEFICIARIES 

The  1998  budget  will  propose  a  number  of  changes  in  law  that  affect  beneficiaries, 
including  new  benefits,  Medigap  protections,  and  proposals  to  increase  beneficiary 
choice. 

First,  the  1998  budget  will  propose  extending  current  law  that  sets  the  Part  B 
premium  at  25  percent  of  program  costs.  This  policv  achieves  $10  billion  in  savings 
over  5  years  ($18  billion  over  6  years).  Without  this  poUcy,  the  Part  B  premium 
would  drop  below  25  percent  after  1998. 

Second,  the  budget  will  propose  new  preventive  health  care  benefits  to  improve 
the  health  of  senior  citizens  and  reduce  the  incidence  of  disease.  The  plan  covers 
colorectal  screening,  diabetes  management,  and  annual  mammograms  without 
copayments.  It  also  increases  reimbursement  rates  for  certain  immunizations  to  en- 
sure that  seniors  are  protected  from  pneumonia,  influenza,  and  hepatitis.  The  budg- 
et will  also  propose  a  new  Alzheimer's  respite  benefit  starting  in  1998  to  assist  fami- 
lies of  medicare  beneficiaries  with  Alzheimer's  diseases.  Total  beneficiary  invest- 
ments in  the  budget  will  cost  $13  billion  over  5  years  ($22  billion  over  6  yeai's). 

Third,  because  of  a  flaw  in  reimbursement  methodology,  beneficiaries  now  in  ef- 
fect contribute  a  50  percent  copayment  for  outpatient  visits.  The  1998  budget  will 
propose  to  prevent  further  increases  in  copayments  and  reduce  the  copayment  to  20 
percent  over  the  next  decade. 

Fourth,  the  budget  will  propose  new  Medigap  protections  (such  as  new  open  en- 
rollment requirements  and  prohibitions  against  the  use  of  pre-existing  condition  ex- 
clusions) to  increase  the  security  of  medicare  beneficiaries  who  wish  to  opt  for  man- 
aged care  but  fear  they  will  be  unable  to  obtain  Medigap  Insurance  if  they  decide 
to  return  to  fee-for-service  plans.  I  understand  that  this  provision  is  consistent  with 
bipartisan  legislation  pending  before  Congress. 

Last,  the  budget  will  propose  new  private  plan  choices — through  new  PPO  and 
Provider  Service  Network  choices — ^for  beneficiaries. 

STRUCTURAL  REFORM 

The  1998  budget  will  propose  a  number  of  structural  reforms  to  bring  the  Medi- 
care Program  into  the  21st  century: 

(1)  We  will  propose  establishing  new  private  health  plan  options  (such  as  PPOs  and 

Provider  Service  Networks)  for  the  program. 

(2)  We  will  propose  annual  open  enrollment  for  all  medicare  plans — with  an  inde- 

pendent third-party  responsible  for  informing  beneficiaries  of  their  options  and 
enrolUng  those  interested  in  the  managed  care  plan  of  their  choice. 

(3)  We  will  propose  market-oriented  purchasing  for  medicare,  including  the  new  pro- 

spective payment  systems  for  home  health  care,  nursing  home  care,  and  out- 
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patient  hospital  services.  We  will  also  propose  competitive  bidding  authority 
and  the  use  of  centers  of  excellence  to  improve  quality  and  cut  back  on  costs. 
(4)  We  will  propose  adding  new  Medigap  protections,  such  as  prohibiting  pre-exist- 
ing condition  exclusions  and  requiring  annual  open  enrollments  that  make  it 
possible  for  beneficiaries  to  switch  back  from  a  managed  care  plan  to  traditional 
medicare  without  the  fear  that  they  will  be  unable  to  obtain  affordable  Medigap 
insurance. 

HOME  HEALTH 

Home  health  care  has  become  one  of  the  fastest  growing  components  of  the  Medi- 
care Program,  growing  at  double  digit  rates.  The  Home  Health  Program  was  origi- 
nally designed  as  an  acute  care  service  for  beneficiaries  who  had  been  hospitalized. 
However,  over  time,  home  health  care  has  increasingly  become  a  chronic  care  bene- 
fit not  linked  to  hospitalization. 

The  budget  will  propose  to  establish  a  new  prospective  payment  system  for  home 
health  and  a  number  of  program  integrity  initiatives.  Together,  these  proposals  will 
save  $14  billion  over  5  years  ($18  billion  over  6  years),  and  are  included  in  our  total 
medicare  savings  estimate  of  $100  billion  over  5  years  (and  $138  billion  over  6 
years). 

The  President's  proposal  will  also  restore  the  original  split  of  home  health  care 
payments  between  Parts  A  and  B  of  medicare.  The  first  100  home  health  visits  fol- 
lowing a  3-day  hospitalization  would  be  reimbursed  by  Part  A.  All  other  visits — in- 
cluding those  not  following  hospitalization — would  be  reimbursed  by  Part  B.  This  is 
the  same  policy  in  the  President's  1997  budget.  It  is  also  similar  to  a  provision  in 
a  medicare  reform  bill  the  House  passed  last  year. 

Tliere  has  been  a  great  deal  of  public  discussion  about  the  home  health 
reallocation  recently,  so  I  want  to  be  very  clear  that  this  proposal  is  not  scored  as 
yielding  budget  savings.  The  $100  billion  of  5-year  savings  and  the  $138  billion  of 
6-year  savings  includes  no  contribution  from  the  home  health  reallocation.  In  addi- 
tion, beneficiaries  will  not  be  affected  by  this  restoration  of  the  original  policy.  This 
policy  avoids  the  need  for  excessive  reductions  in  payments  to  hospitals,  physicians, 
and  other  health  care  providers  while  helping  to  extend  the  solvency  of  the  Part  A 
Trust  Fund. 

PART  A  TRUST  FUND  SOLVENCY 

If  we  do  not  make  any  changes  to  the  Part  A  Program,  the  Part  A  Trust  Fund 
will  become  insolvent  by  early  in  calendar  year  2001.  Clearly,  we  cannot  allow  this 
to  happen.  Therefore,  the  1998  budget  has  real  Part  A  savings,  as  well  as  structural 
reforms,  that  extend  the  solvency  of  the  Trust  Fund  to  2007: 

•  We  reduce  the  growth  of  payments  to  hospitals. 

•  We  reform  the  payment  system  for  home  health  agencies  and  skilled  nursing  fa- 
cilities to  increase  incentives  for  these  providers  to  contain  costs. 

•  We  also  reduce  payments  to  HMOs  from  95  percent  to  90  percent  of  fee-for-service 
costs  and  reduce  the  growth  in  HMO  payment  rates. 

CONCLUSION 

The  medicare  policies  in  the  1998  budget  are  consistent  with  our  principles  last 
year:  to  extend  the  solvency  of  the  trust  fiind,  to  reduce  provider  payments  without 
damaging  quality  and  access,  and  to  protect  beneficiaries.  The  savings  we  have 
added  to  this  budget — in  managed  care,  outpatient  payments,  and  competitive  bid- 
ding—bridge the  gap  between  the  Congress  and  the  Administration  that  remained 
at  the  end  of  the  balanced  budget  negotiations  last  year. 

We  believe  these  Medicare  proposals  are  the  most  appropriate  ones  to  extend  the 
solvency  of  the  trust  fund,  protect  medicare,  and  reduce  the  deficit.  We  look  forward 
to  working  with  the  Congress  in  the  spirit  of  bipartisanship  to  make  sure  that  we 
can  keep  medicare's  promise  to  current  and  future  generations  and  to  balance  the 
budget  by  2002. 

Chairman  DOMENICI.  Dr.  Wilensky,  we  look  forward  to  your  tes- 
timony, and  thank  you  again  for  accommodating  the  hearing. 
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STATEMENT  OF  GAIL  R.  WILENSKY,  PH.D.,  JOHN  M.  OLIN 
SENIOR  FELLOW,  PROJECT  HOPE 

Dr.  WiLENSKY.  Thank  you,  Mr.  Chairman.  I  would  Hke  my  writ- 
ten statement  submitted  for  the  record. 

It  is  a  pleasure  to  be  here.  The  presence  of  so  many  of  the  mem- 
bers of  the  committee  speaks  to  the  importance  of  this  issue. 

My  name  is  Gail  Wilensky.  I  have  been  before  you  when  I  was 
the  Administrator  of  the  Health  Care  Financing  Administration.  I 
am  currently  the  Chair  of  the  Physician  Payment  Review  Commis- 
sion and  a  John  M.  Olin  Fellow  at  Project  HOPE  but  I  am  not  here 
in  those  capacities.  Rather  I  am  here  as  someone  who  has  analyzed 
issues  relating  to  medicare  for  many  vears. 

As  you  indicated,  there  are  several  levels  of  problems  associated 
with  medicare.  There  is  a  short-term  problem  because  of  the  im- 
pact of  high  rates  of  spending  on  any  attempts  to  reach  a  balanced 
budget,  an  intermediate  term  problem  concerning  medicare's  sol- 
vency, the  fact  that  the  trust  fund  under  current  projections  will 
be  bankrupt  by  2001,  and,  of  course,  we  all  know  a  long-term  prob- 
lem that  is  associated  with  the  retirement  of  the  baby-boomers 
starting  at  the  end  of  the  next  decade. 

It  is  clear  to  me,  however,  in  looking  at  our  present  problem — 
I  would  include  both  the  short  and  intermediate  term  period — that 
what  we  have  is  fundamentally  a  spending  problem.  We  are  spend- 
ing on  medicare  at  rates  that  are  unsustainable.  This  is  not  to 
challenge  the  successes  that  Mr.  Lautenberg  raised.  Medicare  has 
been  a  program  that  has  had  many  successes.  It  has  expanded  ac- 
cess for  seniors  and  it  is  a  program  that  is  very  popular  with  our 
seniors.  But  if  we  look  at  spending  rates  on  medicare  which  are 
growing  at  about  8.5  percent  per  year,  down  slightly  from  the  9 
percent  that  it  had  been  growing,  relative  to  a  projected  Federal 
budget  growth  in  the  5  percent  range,  or  relative  to  a  gross  domes- 
tic product  growth  in  the  4.8  percent  range,  it  is  clear  that  we  have 
a  spending  problem  in  medicare. 

The  projections  of  future  spending  are  alarming,  and  while  many 
of  us  were  waiting  expectantly  to  see  what  the  latest  CBO  projec- 
tions would  show  with  regard  to  baseline  changes  in  medicare,  the 
bottom  line  is  really  the  same:  2001  is  still  the  year  that  we  run 
out  of  money.  By  2006  or  2007,  we  are  almost  half  a  trillion  dollars 
in  the  hole  in  terms  of  accumulated  deficits.  We  gained  around  a 
year  in  terms  of  when  the  deficit  got  to  $400  billion  or  $500  billion, 
but  even  for  someone  who  used  to  have  a  $200  billion  budget,  these 
kinds  of  numbers  are  truly  alarming. 

If  we  were  to  have  a  decade  of  solvency  from  the  trust  fund,  we 
would  have  to  find  a  way,  without  moving  moneys  around — and  I 
am  going  to  comment  just  briefly  about  that — to  get  the  spending 
rate  in  the  HI  Trust  Fund  to  grow  at  4.3  percent  per  year  instead 
of  8  percent  per  year.  So  when  you  talk  about  buying  a  decade,  if 
you  really  bought  a  decade — that  is,  found  a  way  under  current 
rules,  current  financing  of  the  trust  fiind — to  get  to  2006,  we  would 
have  to  find  a  way  to  cut  spending  in  Part  A  almost  in  half.  A  very 
dramatic,  radical  change  compared  to  any  of  the  proposals  that  we 
have  heard. 

Now,  there  are  ways  to  try  to  buy  a  little  more  time,  and  the  Ad- 
ministration has  proposed  one — that  is,  by  taking  a  portion  of  the 
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fastest  growing  part,  that  is,  home  care,  and  putting  it  sort  of  in 
Part  B.  "Sort  of  because  while  it  goes  technically  in  Part  B,  it  is 
not  subject  to  the  same  rules  of  Part  B  because  the  beneficiary  is 
not  asked  to  pay  25  percent  of  the  cost  as  is  now  the  case  with  re- 
gard to  the  rest  of  Part  B  nor  is  the  beneficiary  asked  to  pay  a  coin- 
surance of  2  percent. 

While  you  might  argue  as  to  whether  you  can  make  up  the  sav- 
ings in  other  ways  as  for  example  with  prospective  payment,  I  urge 
you  to  think  about  the  precedent  that  is  being  set  in  terms  of  shifts 
from  A  to  B,  not  having  the  monies  subject  to  the  original  50  per- 
cent that  beneficiaries  were  paying  in  Part  B  when  medicare  was 
first  put  up,  not  even  the  25  percent  that  now  occurs,  but  no  share 
of  that  dollar.  This  is  a  very  important  precedent. 

If  you  look  at  the  present  structure  of  medicare,  we  ought  not  to 
be  surprised  that  we  have  a  spending  problem.  There  are  a  very 
perverse  set  of  financial  incentives  associated  with  medicare,  in 
part  increasing  medicare's  popularity.  For  seniors,  almost  all  of 
whom  have  something  besides  medicare — 90-plus  percent,  have  ei- 
ther insurance  provided  by  their  employers,  insurance  that  they 
have  purchased,  or  medicaid — there  is  little  reason  when  they  are 
using  health  care  services  to  care  about  the  cost-effectiveness  of 
their  provider  because  between  medicare  and  the  auxiliary  insur- 
ance there  is  very  Httle  financial  impact  on  seniors  at  the  time  they 
are  using  service.  This  has  a  big  impact  on  spending,  particularly 
for  a  group  like  the  seniors  who  can  frequently  benefit  from  addi- 
tional medical  services,  especially  if  they  are  not  perceiving  them- 
selves as  paying  for  it.  The  incentives  that  we  have  put  in  place 
for  most  of  the  people  providing  services  to  these  seniors  are  not 
a  whole  lot  better.  The  more  that  is  done,  the  more  then  is  paid. 
This  is  true  for  many  parts  of  our  economy,  but  elsewhere  it  is  usu- 
ally people  using  their  own  money,  and  that  counters  the  incentive 
on  the  supply  side. 

In  addition  to  these  perverse  incentives,  we  have  rather  limited 
options  available  to  seniors.  I  am  very  pleased  that  the  Administra- 
tion is  considering  expanding  some  of  these  options.  Seniors  are  a 
group  that  most  needs  flexibility  but  that  traditionally  has  been 
given  the  fewest  choices — of  course,  always  in  the  name  of  protect- 
ing the  seniors  but,  in  fact,  limiting  their  options. 

There  are  problems  for  medicare  in  terms  of  how  payments  are 
made  to  HMOs,  the  capitation  payments  that  now  exists  have  tre- 
mendous variations.  You  have  heard  about  these  variations,  par- 
ticularly those  of  you  from  rural  States,  which  have  tended  to  get 
on  the  short  end  of  the  payment  stick. 

There  is  also  a  problem  in  risk  adjustment,  that  is,  the  concern 
that  the  people  choosing  to  go  to  these  new  programs  may  be 
healthier  and  therefore  costing  the  government  money.  This  is 
what,  in  part,  has  led  the  Administration  to  propose  reducing  pay- 
ments to  HMOs  to  90  percent  of  pa5mients  to  fee-for-service  medi- 
care. This  is  a  complicated  issue.  We  can,  if  you  would  like,  get  into 
this.  I  am  going  to  suggest  the  Administration's  strategy  is  not  the 
best  way  to  go. 

The  concern  that  exists  is  that  healthier  people  are  more  likely 
to  choose  these  plans,  and  the  plans  are  more  likely  to  want 
healthier  people.  If  you  make  an  overall  reduction  in  payment,  you 
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can  pretty  much  assure  yourself  that  this  will  happen.  If  we  are 
going  to  offer  options  to  seniors,  we  have  to  find  a  way  to  adjust 
payment  for  the  sickest,  not  perfectly  but  to  make  sure  that  the  10 
percent  of  seniors  who  use  most  of  the  money  have  payments  to  the 
plans  they  choose  adjusted,  after  the  fact,  if  necessary.  Otherwise 
these  will  be  strong  incentives  for  plans  to  shun  those  people.  Re- 
ducing the  overall  payment  is  a  very  crude  way  to  go  about  it.  So 
while  the  issue  of  risk  adjustment  is  a  serious  one,  it  is  one  where 
I  hope  you  give  a  lot  of  thought,  and  the  Administration  some  addi- 
tional thought,  about  precisely  how  medicare  should  go  about  doing 
it. 

My  suggestion  for  how  to  make  the  program  better  is  to  begin 
to  use  the  refined  payments  for  HMOs  that  now  exists  as  the  basis 
for  a  capitation  payment  that  seniors  can  use  for  a  broad  range  of 
choices.  Fortunately,  we  have  a  pretty  good  example  around  of  how 
that  might  work.  It  is  one  you  all  ought  to  be  familiar  with.  It  is 
called  the  Federal  Employees  Health  Care  Plan.  It  is  a  plan  where 
the  Federal  Grovemment  has  a  very  active  role,  but  it  is  role  involv- 
ing monitoring  and  oversight  rather  than  providing  a  screen  or  a 
review  of  the  adequacy  or  necessity  of  each  and  every  service  that 
is  provided  or  the  right  price  for  each  service — something  the  Fed- 
eral Government  has  had  an  enormous  difficulty  doing,  hard  as 
those  of  us  who  have  been  HCFA  administrators  have  tried  to  do. 

The  FEHBP  model  is  a  good  one.  There  are  some  issues  that  will 
be  difficult  to  resolve  like  making  risk  adjustments,  but  there  are 
some  very  interesting  demonstrations  HCFA  is  currently  undertak- 
ing. Since  the  Administration  is  not  proposing  to  reduce  the  pay- 
ments, as  I  understood  it,  for  2  or  3  more  years,  surely  we  can 
learn  something  from  these  demonstrations.  There  are  better  ways 
to  go  about  making  a  transition  to  a  medicare  program  that  goes 
to  the  21st  century. 

There  are  also  some  short-term  savings  that  can  be  had  without 
causing  harm  in  terms  of  movement  to  a  broader  choice  program. 
But  you  have  to  be  very  careful  that  you  don't  exacerbate  the  per- 
verse incentives  that  now  exist  in  the  Medicare  Program. 

I  am  going  to  stop  now  and  just  make  one  plea  to  you.  Medicare 
presents  a  serious  problem,  a  politically  difficult  problem.  The 
longer  you  wait,  the  fewer  the  options  that  be  available  to  you.  If 
there  is  any  way  to  not  just  seek  some  short  term  savings — I  know 
this  is  important — ^but  to  begin  to  redesign  this  program  so  that 
seniors  have  a  better  set  of  incentives  and  are  rewarded  for  being 
cost  conscious,  conservatively  practicing  physicians  and  other  sup- 
pliers of  services  are  also  rewarded,  medicare  will  have  a  better 
chance  of  survival.  This  session  of  Congress  is  none  too  soon  to 
start  on  this  path. 

Thank  you  for  listening  to  me. 

Chairman  DOMENICI.  Thank  you.  Dr.  Wilensky.  You  did  very 
well. 

[The  prepared  statement  of  Dr.  Wilensky  follows:] 

Prepared  Statement  of  Gail  R.  Wilensky,  Ph.D.,  John  M.  Olin  Senior  Fellow 

Project  HOPE 

Mr.  Chairman  and  members  of  the  committee,  thank  you  for  inviting  me  to  ap- 
pear before  you.  My  name  is  Gail  Wilensky.  I  am  the  John  M.  OUn  Senior  Fellow 
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at  Project  HOPE,  an  international  health  education  foundation,  and  chair  of  the 
Physician  Payment  Review  Commission.  I  am  also  a  former  Administrator  of  the 
Health  Care  Financing  Administration.  However,  I  am  here  today  to  present  only 
my  own  views  on  medicare,  and  my  testimony  should  not  be  regarded  as  represent- 
ing the  position  of  Project  HOPE  or  PPRC. 

In  my  comments,  I  will  discuss  some  of  the  short  and  long  term  implications  of 
changes  in  medicare  policy.  My  concern  is  that  most  of  the  reforms  considered  in 
the  last  session  of  Congress  and  those  already  being  raised  in  this  session  do  not 
resolve  the  long  term  problems  of  medicare  and  in  most  cases,  not  even  the  inter- 
mediate financing  needs  of  medicare.  The  public  needs  to  be  more  aware  of  the  mag- 
nitude of  the  changes  needed  to  keep  the  Hospital  Insurance  Trust  Fund  afloat  for 
the  next  decade. 

THE  NEED  FOR  REFORM 

Although  medicare  has  been  one  of  our  most  popular  social  programs,  it  has  some 
major  weaknesses  and  is  in  serious  need  of  reform.  The  most  significant  problems 
concern  the  financing  of  medicare  and  the  need  to  restructure  medicare  so  that  the 
benefits  that  have  been  promised  to  our  seniors  can  be  delivered  at  a  sustainable 
rate  of  growth  in  spending. 

Medicare's  current  financing  problems  pose  short  term,  intermediate  term  and 
long  term  difficulties  for  the  pro-am.  In  the  short  term.  Medicare  Part  B  represents 
a  major  drain  on  the  budget  since  three-quarters  of  its  spending  is  financed  fi-om 
general  revenue.  This  spending  exacerbates  the  deficit  and  makes  it  more  difficult 
to  reach  a  balanced  budget.  In  the  intermediate  term,  the  Hospital  Insurance  (HI) 
Trust  Fund  will  become  bankrupt  in  the  next  4  years  and  under  current  projections 
will  accumulate  enormous  deficits  over  the  next  10  years.  In  the  longer  term,  with 
the  retirement  of  the  baby  boomers,  medicare  is  not  financially  viable  and  its  future 
insolvency  raises  serious  questions  about  the  design  of  a  program  that  will  be  sus- 
tainable in  the  21st  century. 

SPENDING  RATES  AND  SOLVENCY  ISSUES 

At  a  time  when  spending  in  the  private  sector  has  slowed  significantly,  spending 
on  medicare  continues  at  unsustainable  rates.  Using  the  recently  released  Congres- 
sional Budget  Office  January  1997  baseUne  estimates,  medicare  is  still  projected  to 
grow  at  a  rate  of  almost  8V2  percent  per  year  over  the  next  5  year  budget  period. 
Comparatively,  during  this  same  period  total  Federal  Budget  Outlays  are  only  pro- 
jected to  grow  at  an  average  annual  rate  of  5.2  percent  and  the  Gross  Domestic 
Product  is  projected  to  only  grow  at  an  average  annual  rate  of  4.8  percent. 

The  projections  for  the  solvency  of  the  HI  Trust  Fund  remain  alarming.  Most  of 
the  lower  spending  growth  (.5  percent  per  year)  projected  for  medicare  fi'om  the 
1997  baseline  came  from  Part  B  reductions.  The  trust  fund  is  still  projected  to  be 
bankrupt  in  2001,  with  accumulated  deficits  of  more  than  half  a  trillion  dollars  by 
2007.  In  order  for  the  Trust  Fund  to  survive  another  decade,  we  would  have  to  find 
a  way  to  sustain  an  annual  growth  rate  of  4.3  percent  per  year  instead  of  the  8  per- 
cent growth  rate  currently  projected  for  Part  A.  This  is  a  much  more  radical  change 
than  any  of  the  proposals  of  the  last  session  had  contemplated. 

PRESENT  STRUCTURE  OF  MEDICARE 

Despite  all  of  the  changes  occurring  in  the  private  sector,  medicare  continues  to 
remain  primarily  a  fee-for-service  program,  with  limited  availability  of  and  partici- 
pation in  managed  care.  The  proiections  for  1997  indicate  an  expected  enrollment 
of  4.4  million  seniors  in  risk-based  HMO's,  representing  11.5  percent  of  all  enroUees. 
While  the  enrollment  in  HMO's  has  grown  rapidly  over  the  last  several  years,  and 
is  expected  to  continue  growing  rapidly  for  the  next  decade,  even  by  2007,  it  is  ex- 
pected that  two  thirds  of  the  medicare  population  will  still  remain  in  the  traditional 
program. 

Triere  are  several  reasons  that  explain  the  relatively  small  numbers  of  seniors  in 
managed  care.  But  one  of  the  most  important  reasons  is  the  limited  types  of  non- 
HMO  managed  care  options  available  to  the  medicare  population,  the  very  popu- 
lation that  most  needs  and  probably  most  desires  flexibihty.  Medicare  Select,  a  PPO 
offering  for  Medigap,  is  finally  available  across  the  country  and  a  heavily  regulated 
type  of  point-of-service  plan  was  made  available  in  1996  but  is  not  yet  available  ev- 
erywhere. A  Medicare  Choices  demonstration  is  setting  up  a  number  of  provider 
service  network  and  partial  capitation  models,  but  it  will  be  years  before  an  evalua- 
tion of  this  limited  set  of  options  is  available. 
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In  addition  to  the  Umited  options  that  have  been  available  and  lack  of  incentives 
for  the  elderly  to  be  cost  conscious,  there  are  some  significant  problems  with  the 
way  pa)mients  are  made  to  HMO'S.  Payments  to  HMO's  reflect  the  medicare  spend- 
ing per  capita  that  occurs  within  that  geographic  area.  These  payments,  called  the 
Adjusted  Average  Per  Capita  Cost  (AAPCC),  vary  enormously  from  a  high  of  around 
$750  per  person  per  month  to  a  low  of  $220  per  person  per  month.  Differences  in 
the  AAPCfC  primarily  reflect  very  different  practice  styles  and  volumes  of  services 
used,  although  to  a  lesser  extent,  they  also  reflect  differences  in  costs  of  living.  Not 
surprisingly,  HMO  growth  has  been  greatest  in  the  £ireas  where  the  capitation  rate 
is  very  high  and  HMO's  are  able  to  offer  many  extra  benefits  at  no  additional  cost 
to  the  senior. 

By  setting  the  capitation  payment  rate  at  95  percent  of  the  rate  of  spending  that 
occurs  under  the  traditional  program  and  having  the  traditional  program  operate 
as  an  open-ended  entitlement,  the  Government  guarantees  it  cannot  save  money  by 
having  seniors  choose  an  HMO  other  than  the  5  percent  it  would  save  assuming 
there  was  no  favorable  risk  selection.  The  issue  of  risk  selection,  however,  has 
raised  the  possibility  that  the  capitation  payment  may  actually  cost  the  Government 
money.  This  would  nappen  if  the  elderly  choosing  HMO's  are  healthier  than  the  el- 
derly in  their  same  age/sex  categories  and  if  they  would  spend  less  than  95  percent 
of  the  average  were  they  to  stay  in  traditional  medicare.  While  it  appears  tnat  the 
elderly  choosing  an  HMO  use  less  services  and  are  healthier  the  year  before  they 
enter  an  HMO,  it  is  unclear  whether  favorable  selection  persists  over  time  for  those 
who  remain  in  HMO's. 

In  sum,  the  present  structure  of  medicare  hardly  makes  it  surprising  that  it  is 
facing  financing  problems.  The  elderly  have  limited  options  in  the  health  care  plans 
available  to  them.  Medicare  pays  most  of  the  costs  for  the  services  it  covers  and  al- 
most all  of  the  elderly  have  coverage  that  is  supplemental  to  medicare,  either  pri- 
vately purchased  Medigap  or  medicaid.  That  means  there  is  little  reason  for  an  el- 
derly person  to  seek  out  cost-effective  physicians  or  hospitals,  or  to  use  lower  cost 
durable  medical  equipment,  laboratories  or  outpatient  hospitals.  Hospitals  and  phy- 
sicians also  have  little  reason  to  provide  cost-effective  care  if  there  is  any  medical 
gain  to  be  had  from  providing  more  services  and  some  reason  to  fear  legal  repercus- 
sions if  they  do  legs  than  they  might  have  done  and  the  patient  has  an  adverse  out- 
come. Payments  to  capitation  plans  follow  payments  in  fee  for  service  and  to  the 
extent  risk  selection  occurs,  may  even  cost  the  Government  money.  Ultimately,  we 
need  to  reward  the  elderly  for  choosing  more  cost-effective  health  care,  to  provide 
incentives  for  physicians  and  hospitals  to  order  and  prescribe  cost-effective  medi- 
cine, and  be  willing  to  share  the  savings  which  an  aggressive  reorganization  of 
health  care  can  produce. 

RESTRUCTURING  MEDICARE 

The  use  of  a  better  designed  AAPCC,  the  payment  currently  used  for  HMO's, 
could  become  the  basis  for  a  voucher  type  payment  which  would  encourage  more 
cost-effective  choices  by  seniors.  In  order  to  make  this  transformation,  it  would  be 
necessary  to  redesign  the  determinants  of  the  AAPCC  to  make  it  more  stable  than 
it  is  now  and  to  take  better  account  of  risk  selection  than  appears  to  occur.  It  also 
needs  to  be  decoupled  from  spending  in  an  open-ended  entitlement,  either  being  set 
by  competitive  bid  or  by  administrative  flat.  Government  spending  in  the  traditional 
Medicare  Program  also  needs  to  be  limited  to  the  same  rate  of  increase  as  in  the 
capitated  plans  if  seniors  are  to  be  encouraged  to  choose  between  traditional  medi- 
care and  capitated  plans  and  among  capitated  plans  on  the  basis  of  their  cost-effec- 
tiveness. 

The  closest  approximation  of  the  structure  I  believe  would  be  a  better  model  for 
a  reformed  Medicare  Program  is  the  Federal  Employees  Health  Benefits  Plan 
(FEHB)  in  which  traditional  medicare  would  become  one  of  the  plan  offerings  and 
the  premium  payment  by  the  Government  would  be  the  same  irrespective  of  the 
choice  made.  This  model  assumes  many  more  choices  available  to  seniors  than  is 
currently  available,  an  annual  enrollment  process,  more  information  available  to 
seniors  about  the  choices  available,  monitoring  or  control  of  the  enrollment  process 
and  oversight  of  plan  performance.  The  level  of  payment  could  be  set  by  a  weighted 
average  of  plans  available,  by  a  competitive  bid  of  plans  in  an  area  or  as  a  percent 
increase  over  existing  rates. 

SOME  SPECIFIC  MEDICARE  PROBLEMS 

Aside  from  the  more  general  issues  of  restructuring  medicare,  there  are  some  spe- 
cific problems  facing  the  Medicare  Program  which  need  to  be  resolved.  The  tradi- 
tional Medicare  Program  is  expected  to  be  the  dominant  program  for  at  least  the 
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next  decade.  There  are  management  strategies  which  are  routinely  used  by  the  pri- 
vate sector  to  improve  efficiency  which  could  be  used  in  medicare.  These  include 
physician  profiling,  case  management,  practice  guideline  and  the  bundling  of  pay- 
ments. Several  of  these  have  or  are  currently  being  tried  by  HCFA  as  part  of  a  dem- 
onstration but  HCFA  needs  to  be  able  to  take  the  early  results  of  demonstrations 
and  move  on  them  more  rapidly  than  has  seemed  possible  in  the  past. 

There  are  several  areas  in  Part  A  of  medicare  that  need  to  be  addressed  in  the 
near  term.  These  include  strategies  for  slowing  the  growth  in  home  health,  hospice 
and  other  non-hospital  services  through  prospective  payment,  co-payments  or  other 
policies,  and  reforming  payment  methodologies  for  hospital  outpatient  departments. 

There  are  also  several  areas  concerning  physician  payment  under  Part  B  that 
need  to  be  addressed  in  the  near  term.  These  include  the  implementation  of  re- 
source-based practice  expense  values  and  the  move  to  a  single  conversion  factor 
under  the  relative  value  system. 

Finally,  there  are  several  areas  concerning  the  AAPCC  that  need  to  be  addressed, 
regardless  of  whether  it  becomes  the  basis  for  restructuring  the  entire  Medicare 
Program.  These  include  limiting  the  extreme  variations  in  the  AAPCC  and  introduc- 
ing better  risk  adjusters.  Also  both  as  part  of  the  AAPCC  and  as  a  more  general 
issue  in  medicare,  reforms  need  to  be  made  in  the  payments  that  are  being  made 
for  graduate  medical  education. 

Much  of  the  attention  in  the  months  ahead  will  be  on  ways  to  produce  medicare 
savings  needed  for  a  balanced  budget  bill.  It  will  be  very  important  that  the  Con- 
gress be  selective  about  the  types  of  short  term  savings  that  are  pursued  to  be  sure 
that  they  are  consistent  with  a  reformed  medicare  structure. 

Some  changes  are  consistent  with  the  move  to  an  incentive-based  choice  structure, 
some  are  neutral  and  some  may  move  the  system  in  the  wrong  direction.  For  exam- 
ple, adding  a  10  percent  coinsurance  for  home  health,  or  a  fixed  copayment  for  reha- 
bilitation hospital  admissions  would  raise  additional  revenue,  lower  utilization  in 
these  areas,  and  make  managed  care  options  more  attractive.  Similarly,  "bundling" 
post-acute  care  services,  capitating  those  areas  of  Part  A  which  have  been  growing 
very  rapidly  over  the  last  several  years  and  will  continue  to  grow  more  rapidly  than 
the  remainder  of  Part  A  for  the  rest  of  the  decade,  will  also  make  managed  care 
plans  that  tend  to  cover  these  components  more  attractive  and  discourage  their  uti- 
lization in  the  fee-for-service  world.  Reducing  payments  to  indirect  medical  edu- 
cation or  direct  medical  education  would  be  neutral  with  respect  to  its  effect  of  the 
choice  of  the  elderly  regarding  cost-effective  health  care  plans  although  it  would  ob- 
viously affect  academic  health  centers  and  teaching  hospitals.  But  large  reductions 
in  overall  physician  fees  could  lead  physicians  to  compensate  with  substantial  vol- 
ume increases  in  their  own  services  or  in  ancillary  services  in  their  offices,  which 
would  mitigate  some  of  the  savings  and  exacerbate  the  divisions  between  fee-for- 
service  and  at-risk  medical  practice. 

It  is  possible  to  accommodate  the  need  for  short-term  revenue  increases  and  also 
set  the  stage  for  the  more  fundamental  changes  in  the  incentives,  information  and 
options  that  are  needed  to  reform  the  Medicare  Program.  Since  it  will  take  some 
time  to  restructure  medicare  and  to  realize  the  gains  from  reforming  medicare,  it 
is  important  that  these  reforms  be  started  as  soon  as  possible.  This  session  of  Con- 
gress is  none  too  soon  to  start. 

Chairman  DOMENICI.  Dr.  Freeh,  we  welcome  you.  We  will  hear 
your  testimony,  and  I  hope  you  caii  also  stay  within  the  time  limit. 

STATEMENT  OF  H.E.  FRECH  III,  PH.D.,  PROFESSOR  OF  ECO- 
NOMICS, ECONOMICS  DEPARTMENT,  UNIVERSITY  OF  CALI- 
FORNIA, SANTA  BARBARA 

Dr.  Frech.  Thank  you.  Senator.  I  think  I  can.  I  am  certainly  not 
going  to  read  my  remarks.  My  name  is  Ted  Frech.  I  am  a  professor 
of  economics  at  University  of  California,  Santa  Barbara. 

Chairman  Domenici.  Do  you  have  prepared  remarks? 

Dr.  Frech.  Yes,  I  do.  I  have  submitted  them  to  your  staff. 

Chairman  DOMENICI.  They  will  be  made  a  part  of  the  record. 

Dr.  Frech.  I  am  not  a  politician,  so  I  am  going  to  ignore  issues 
of  political  sensitivity  and  political  feasibihty  and  speak  as  an  econ- 
omist about  what  is  wrong  with  medicare  and  possible  reforms. 
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using  economic  principles  and  what  we  know  about  health  care 
markets. 

Also,  I  am  going  to  address  not  so  much  the  financial  bankruptcy 
of  medicare,  but  the  intellectual  bankruptcy  of  medicare. 

First,  I  want  to  talk  about  the  long  run.  In  the  long  run,  most 
medicare  beneficiaries  will  end  up,  I  am  sure,  in  mginaged  care  of 
some  type,  and  that  is  good  for  cost  control  and  it  is  good  for  the 
beneficiaries.  But  this  will  happen  much  slower  for  medicare,  even 
in  the  best  case,  than  it  has  for  the  rest  of  the  market.  It  could  eas- 
ily take  30  years  for  managed  care  to  become  dominant.  That 
means  that  we  cannot  ignore  the  fee-for-service  sector.  Also,  some 
reforms  that  I  am  going  to  suggest  for  the  fee-for-service  sector  will 
accelerate  and  improve  the  transition  to  more  people  choosing  man- 
aged care. 

First,  fee-for-service  and  cost  sharing.  Medicare's  benefit  struc- 
ture, as  Gail  mentioned,  is  terribly  inefficient.  Some  people  say  it 
is  a  state-of-the-art  program  as  of  1965,  but  that  is  giving  it  too 
much  praise.  It  was  not  even  state  of  the  art  in  1965.  It  was  copied 
from  the  early  1960's  Blue  Cross/Blue  Shield  plans,  which  were  al- 
ready behind  times  in  the  early  1960's.  So  it  was  a  poor  design  for 
the  1960's,  much  less  the  1990's. 

There  is  too  little  cost  sharing.  The  deductibles  are  too  small.  Co- 
insurance is  too  small.  Balance  billing  is  too  limited.  And  the  Part 
A  hospital  coverage  is  upside  down.  It  covers  the  small  losses  short 
stays  too  well  and  the  large  losses  long  stays  very  poorly. 

But  the  imperfect  original  design,  has  been  very  much  under- 
mined by  private  supplementary  insurance,  group  and  individual 
Medigap-type  insurance.  That  insurance  has  been  very  destructive. 
It  has  filled  in  the  deductibles  and  coinsurance,  and  even  the  bal- 
ance bills  in  many  cases,  and  has,  therefore,  ruined  the  only  cost 
controls  that  medicare  had.  The  private  supplements  have  been  al- 
lowed to  grow  to  cover  about  74  percent  of  beneficiaries.  Also,  about 
16  percent  have  medicaid  that  fills  in  the  cost  sharing.  So  we  have 
about  90  percent  of  the  beneficiaries  for  whom  the  cost  controls 
have  been  either  totally  destroyed  or  largely  destroyed  by  supple- 
mental insurance. 

This  is  the  single  biggest  problem  with  medicare.  It  imposes  a 
huge  extra  cost  on  the  program.  The  PPRC  has  estimated  that  sup- 
plemental insurance  raises  utilization  and  costs  by  28  percent, 
which  increases  costs  to  the  program  of  about  $1,000  per  bene- 
ficiary with  the  supplement.  Many  other  economic  studies  find  that 
the  effect  is  about  this  size.  So  the  supplements  cause  an  enormous 
extra  costs  for  the  Medicare  Program.  In  effect,  medicare  is  subsi- 
dizing these  private  supplements. 

Further,  to  the  extent  the  supplements  come  fi:*om  employers, 
they  get  the  tax  subsidy  of  health  insurance  generally.  So  the  pri- 
vate supplements  are  twice  subsidized. 

A  couple  of  other  background  things  before  my  recommendations 
in  this  connection.  The  elderly,  I  would  say,  can  deal  with  cost 
sharing  better  than  working-age  Americans,  not  worse.  They  have 
high  savings  relative  to  working-age  Americans  of  most  ages,  and 
they  are  no  longer  facing  the  expenses  and  risks  of  rearing  chil- 
dren, educating  them  and  so  on. 
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Second,  medicaid  covers  the  cost  sharing  for  the  poor,  so  I  think 
it  is  important  that  cost  sharing  and  other  reforms  focus  on  the 
non-poor,  focus  on  the  majority  of  the  recipients. 

The  first  and  most  important  suggested  reform  for  the  fee-for- 
service  part  of  medical  care  would  be  to  prohibit  or  discourage  pri- 
vate supplemental  insurance.  This  would  restore  the  minimal  cost 
controls  built  into  the  original  plan.  The  potential  savings  from 
doing  this,  even  doing  it  partway,  are  enormous. 

Second,  I  would  expand  and  reform  the  basic  cost  sharing.  In  this 
connection,  another  point.  If  you  have  to  save  a  certain  number  of 
dollars  from  the  program  and  you  have  a  choice  between  raising 
the  premiums  to  Part  B,  physician  insurance,  and  raising 
copayments,  it  is  much  better  to  raise  the  copayments.  That  gives 
you  twice  the  bang  for  the  buck.  First,  you  would  get  the  direct  re- 
duction in  spending.  Second,  you  would  im^prove  incentives  for  cost 
control  and  cost  consciousness.  So  it  saves  resources  even  more  and 
makes  the  system  more  efficient.  I  would  strongly  favor  rising  the 
cost  sharing  over  raising  the  Part  B  premium,  whenever  that 
choice  comes  up. 

Additionally,  I  would  offer  options  for  new  kinds  of  plans  with 
more  cost  sharing,  greatly  expanded  cost  sharing,  as  part  of  an  ex- 
panded menu  of  choices  for  the  program. 

Now  on  to  managed  care.  The  movement  within  medicare  to 
managed  care  has  been  very  slow  compared  to  the  rest  of  the  mar- 
ket. There  are  three  reasons  for  this.  One  is  a  natural  market  ef- 
fect and  the  other  two  have  to  do  with  medicare  policy. 

First,  managed  care  is  inherently  less  attractive  to  the  elderly 
than  it  is  to  working-age  Americans.  The  elderly  have  long-term 
physician  relationships  that  have  been  going  on  perhaps  30  or  40 
years  that  they  would  like  to  maintain.  That  is  more  difficult  in 
managed  care  systems.  In  the  typical  tight  HMO  System,  it  can  be 
impossible. 

The  other  reason  the  movement  to  managed  care  has  been  slow 
for  the  elderly  is  a  policy  problem.  The  supplemental  insurance 
that  I  was  just  talking  about  a  minute  ago  makes  fee-for-service 
medicare  artificially  attractive.  Many  of  the  beneficiaries  can  put 
together,  with  supplements,  something  that  gives  them  approxi- 
mately 100  percent  coverage,  but  has  none  of  the  controls  on  utili- 
zation and  provider  choice  that  managed  care  has.  And  it  looks  ar- 
tificially cheap  because  of  these  subsidies  I  was  talking  about. 

Another  policy  problem  is  that,  to  date,  the  medicare  choice  has 
been  limited  to  the  wrong  kind  of  managed  care,  to  tight,  tradi- 
tional HMOs.  The  elderly  are  more  attracted  to,  and  benefit  more 
from,  a  looser  type  of  managed  care  that  allows  them  to  keep,  at 
least  for  some  services,  their  traditional  personal  physicians.  These 
would  be  preferred  provider  organizations  and  point-of-service  op- 
tions within  and  HMOs.  Looser  plans  in  general  have  been  more 
successful  in  the  working-age  market,  and  their  advantages  for  the 
elderly  are  even  stronger. 

In  terms  of  managed  care,  the  reforms  I  would  suggest  are,  first, 
to  broaden  choice.  I  would  include  many  new  kinds  of  managed 
care,  particularly  looser  kinds  that  allow  out-of-plan  services.  These 
looser  types  of  plan  would  be  more  attractive  and  more  beneficial 
to  the  elderly.  Also,  I  woiild  broaden  choice  of  low-cost  fee-for-serv- 
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ice  plans  with  more  cost-sharing.  In  this  broader  choice,  some  kind 
of  voucher  type  financing  would  be  arranged. 

Also,  I  would  note  there  is  an  overlap  of  reforms  here.  Reforms 
to  the  fee-for-service  scheme  restricting  or  prohibiting  supple- 
mental insurance  would  encourage  people  to  move  into  managed 
care.  So  reforming  fee-for-service  helps  the  transition  to  managed 
care  as  well  as  making  fee-for-service  more  efficient. 

Thank  you. 

Chairman  Domenici.  Very  interesting.  We  thank  you  very  much. 
[The  prepared  statement  of  Dr.  Freeh  follows:] 

Prepared  Statement  of  H.E.  Frech  III,  Professor  of  Economics,  University 
OF  Caufornia,  Santa  Barbara 

I.  introduction 

Since  I  am  not  a  politician,  I  am  going  to  discuss  reforms  which  may  not  be  pohti- 
cally  feasible  at  this  time.  And,  I  will  discuss  issues  that  are  politically  sensitive. 
My  focus  is  on  what  is  wrong  with  medicare  and  how  it  can  be  reformed,  based  on 
sound  economic  principles  and  our  current  understanding  of  health  care  markets. 

11.  THE  LONG  run  MOVEMENT  INTO  MANAGED  CARE 

In  the  long  run,  I  expect  most  medicare  beneficiaries  to  choose  managed  care  of 
one  kind  or  another,  just  as  most  working-age  consumers  have.  This  will  be  bene- 
ficial to  cost-control  and  efficiency.  However,  for  both  market  and  policy  reasons,  I 
expect  this  movement  to  be  much  slower  than  for  working-age  consumers.  There- 
fore, medicare's  traditional  fee-for-service  coverage  will  be  important  for  a  long  time 
to  come.  As  long  as  drastic  and  punitive  regulations  or  price  controls  are  not  im- 
posed on  fee-for-service  medicine,  managed  care  will  not  dominate  for  a  long  time, 
perhaps  30  years.  Even  in  the  medium  term,  medicare  fee-for-service  insurance  can- 
not be  ignored. 

ni.  MEDICARE  FEE-FOR-SERVICE  AND  COST-SHARING 

A.  The  Benefit  Structure  of  Fee-For-Service  Medicare  is  Inefficient 

Medicare's  benefit  structure  was  essentially  copied  fi'om  Blue  Cross/Blue  Shield 
plans  of  the  early  1960's.  Though  it  was  not  obvious  in  1965,  medicare  began  with 
an  inefficient  benefit  design.  It  is  sometimes  said  that  medicare  has  a  state-of-the- 
art  1965  benefit  structure.  Even  this  faint  praise  is  too  much. 

Medicare's  benefit  structure  was  not  even  state-of-the-art  for  1965.  Because  it  was 
based  on  Blue  Cross/Blue  Shield,  it  inherited  Blue  Cross/Blue  Shield's  mistakes:  too 
little  cost-sharing  (deductibles,  coinsurance  and  balance-billing  that  are  too  small) 
and  an  upside-down  structure  covering  too  much  of  small  episodes  and  too  little  of 
major  ones  (Part  A  hospital  coverage).  ^  Medicare's  benefit  structure  was  inefficient 
and  outdated  fi^om  the  start. 

B.  Private  Supplemental  Coverage  has  Been  Very  Destructive 

The  only  cost-control  mechanism  in  medicare  fee-for-service  insurance  is  its  lim- 
ited cost-sharing.  Private  supplementary  insurance  (employer  group  supplements 
and  individual  Medigap)  has  largely  destroyed  the  cost-control  built  into  medicare, 
by  filling  in  deductibles  and  coinsurance  and,  in  some  cases,  paying  balance  bills.2 
Over  the  years,  supplemental  insurance  has  been  allowed  to  grow  to  the  point 
where  it  covers  the  vast  majority  (about  74  percent)  of  medicare  beneficiaries.  An 
additional  number  (about  16  percent)  have  medicaid.  This  supplemental  insurance 
reduces  or  undermines  medicare's  cost-control  (PPRC  1996:  291).  Medicare's  original 
cost-control  system  is  only  intact  for  the  10  percent  of  consumers,  without  supple- 
ments. This  is  the  single  most  serious  problem  with  the  program. 

Beneficiaries  with  supplemental  insurance  consume  much  more  care,  greatly  rais- 
ing the  cost  to  medicare.  This  effect  has  been  extensively  studied  by  economists  over 


1  Part  A's  upside-down  coverage  is  the  opposite  of  the  stop-loss  (or  catastrophic)  feature  that 
is  common  in  modem  health  insurance. 

2  Just  last  Sunday,  I  saw  an  advertisement  on  CNN  Headline  News,  specifically  touting  a  Phy- 
sician's Mutual  Insurance  supplemental  policy  for  filling  in  the  deductible  and  coinsurance  and 
even  for  paying  balance  bills. 
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the  years.  Recently,  the  Physician  Payment  Review  Commission  (PPRC)  has  esti- 
mated that  medicare  beneficiaries  with  private  supplemental  insurance  consume  28 
percent  more  care.  Most  of  the  extra  utilization  and  costs  are  paid  for  by  medicare, 
at  a  cost  of  about  $1,000  extra  per  beneficiary  (PPRC  1996:  291,  292).3 

This  shifting  of  the  burden  to  medicare  is  what  economists  call  an  externality. 
Through  this  externality,  medicare  provides  a  large  subsidy  for  insurance  that  un- 
dermines medicare's  own  cost-controls.  Further,  employee  group  supplemental  cov- 
erage also  benefits  fi'om  the  general  tax  subsidy  of  health  insurance.  Thus,  in  two 
ways,  the  Government  subsidizes  supplemental  insurance  that  is  destructive  of  its 
own  goal  of  controlling  cost. 

Beyond  ruining  medicare's  cost-controls,  as  will  be  discussed  below,  supple- 
mentary insurance  artificially  slows  progress  towards  more  use  of  managed  care. 
And  the  distributional  effects  of  allowing  private  supplementary  insurance  are  per- 
verse. On  average,  consumers  with  supplementary  coverage  are  wealthier  than 
those  without  it. 

C.  The  Elderly  Can  Deal  With  Cost-Sharing  Better  Than  Many  Working-Age  Amer- 
icans 

The  main  problem  with  cost-sharing  is  that  an  unexpectedly  high  cost-sharing  ex- 
pense may  strain  the  liquid  savings  of  the  consumer.  This  is  less  of  a  problem  for 
the  elderly  than  for  many  working-age  Americans.  The  elderly  have  substantially 
higher  savings  than  households  headed  by  adults  under  45  years  of  age.  Further, 
they  usually  have  smaller  households,  have  often  paid  off  their  houses  in  full  and 
no  longer  face  the  costs  and  risks  of  raising  children.  This  is  reflected  in  the  lower 
proportion  of  the  elderly  below  the  Governmental  poverty  line  (U.S.  Bureau  of  the 
Census,  1995:  481,  486).  Thus,  the  elderly  are  in  a  Tbetter  position  to  cope  with  cost- 
sharing  expenses  than  younger  Americans.  Probably,  medicare  should  use  more 
cost-sharing  than  fee-for-service  health  insurance  for  working-age  people,  not  less. 

D.  The  Poor  Elderly 

The  poor  elderly  can  be  and  largely  are  covered  by  medicaid  that  fills  in  the  cost- 
sharing  and  provides  other  benefits.  This  sensible  policy  allows  Congress  to  reform 
medicare  efficiently  and  appropriately  for  the  majority  of  the  elderly  who  are  not 
poor. 

IV.  FEE-FOR-SERVICE  REFORMS 

A.  Prohibit  or  Discourage  Supplemental  Insurance 

The  most  important  immediate  reform  of  medicare  would  be  to  prohibit  or  sharply 
discourage  private  supplementary  policies  that  fill  in  medicare's  cost  sharing.^ 
There  are  many  ways  tnis  could  be  done,  ranging  fi'om  simple  prohibition  to  some 
sort  of  integration  with  medicare.  The  savings  that  could  be  achieved  by  reinstating 
even  part  of  the  original  cost-controls  are  very  large. 

B.  Expand  Basic  Cost-Sharing 

Beyond  eliminating  or  strongly  discouraging  supplemental  insurance,  the  basic 
structure  of  medicare  should  feature  more  cost-shanng.  And,  the  cost-sharing  should 
be  of  a  more  rational,  modem  design,  applying  to  all  or  most  services  and  featuring 
a  right-side-up  structure,  such  as  stop-loss  features. 

C.  The  Part  B  Premium  versus  Cost-Sharing 

In  attempting  to  save  a  targeted  amount  within  the  current  system,  Congress 
could  either  raise  the  Part  B  premium  or  it  could  raise  cost-sharing.  The  economic 
effects  of  these  two  options  are  very  different.  It  is  more  efficient  to  raise  cost-shar- 
ing at  the  point  of  service,  rather  than  to  raise  the  Part  B  premium. 

Raising  cost-sharing  has  two  beneficial  effects,  while  raising  the  Part  B  premium 
has  only  one.  Raising  cost-sharing  directly  reduces  medicare  expenditures.  Second, 
it  strengthens  cost-control  by  reducing  utilization  and  increasing  cost-consciousness. 
This  further  reduces  costs  and  improves  efficiency.  Raising  Part  B  premiums  has 
only  the  direct  effect.  Thus,  raising  cost-sharing  is  a  more  efficient  and  more  power- 
ful way  to  reduce  program  budgetary  costs  than  raising  the  Part  B  premium. 


3  Supplemental  insurance,  both  private  and  medicaid,  also  provides  benefits  for  services  not 
coverea  by  medicare,  such  as  outpatient  drugs.  I  doubt  that  this  coverage  of  extra  services  raises 
costs  to  medicare  much.  I  believe  that  the  filling  in  of  the  cost-sharing  is  the  problem.  But,  little 
evidence  exists.  Research  on  this  issue  would  be  very  valuable. 

*  Supplementary  policies  that  cover  other  services,  but  do  not  fill  in  the  cost  sharing  need  not 
be  prohibited,  nor  discouraged.  I  would  include  paying  for  hospitalization  beyond  medicare's  lim- 
its as  part  of  an  acceptable  supplementary  policy  that  would  not  be  prohibited  or  discouraged. 
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D.  Introduce  Options  for  Still  More  Cost-Sharing 

At  the  same  time,  options  for  expanded  cost-sharing,  perhaps  in  the  form  of  a 
large  deductible,  catastrophic  policy,  should  be  introduced.  This  could  be  done  in 
many  ways,  including  tying  the  policy  to  required  liquid  savings  in  special  accounts 
or  providing  rebates  or  refunds  of  premiums. 

V.  MANAGED  CARE 

A  Movement  into  Managed  Care  Will  be  Slow  for  Medicare  Beneficiaries 
Market  Reasons 

Managed  care  is  less  attractive  to  the  elderly  than  to  younger  consumers.  The  el- 
derly are  more  likely  to  have  developed  personal  relationships  with  one  or  more 
physicians  over  the  years.  They  want  to  maintain  this  relationship  when  they  retire. 
Thus,  they  are  resistant  to  managed  care  generally  and  are  especially  resistant  to 
the  traditional  Health  Maintenance  Organization  (HMO),  that  pays  zero  benefits  for 
out-of-plan  care.  This  is  not  mere  sentimentality  or  inertia.  There  are  important 
medical  benefits  in  continuing  the  relationships.  (One  can  see  these  same  forces  at 
work  in  the  greater  acceptance  of  managed  care  by  the  young  within  the  workforce.) 
The  resuJt  is  that  movement  into  managed  care  will  be  slower  for  the  elderly  than 
for  working-age  consumers. 

The  market  for  working-age  consumers  has  developed  an  entire  range  of  managed 
care  options,  from  utilization-control-only  plans  to  traditional  HMOs  with  small 
closed  physician  panels.^  Even  for  working-age  consumers,  the  relatively  more  flexi- 
ble and  looser  plans  have  strongly  outperformed  the  traditional  HMOs.  For  the  el- 
derly, the  forces  leading  to  better  performance  by  looser  managed  care  plans  are 
even  stronger. 

Policy  Reasons 

Movement  of  medicare  beneficiaries  into  more  efficient  managed  care  systems  has 
been  slowed  by  medicare  poUcy.  First,  medicare's  permissive  approach  to,  and  the 
tax  subsidy  of,  private  supplementary  insurance  has  made  medicare  fee-for-service 
artificially  attractive.  With  supplementary  insurance,  many  beneficiaries  have  ap- 
proximately 100  percent  coverage,  without  the  utilization  control  or  provider  choice 
limitations  of  managed  care. 

Further,  the  existing  medicare  managed  care  option  is,  in  principle,  the  least  at- 
tractive and  beneficial  type  for  the  elderly.  The  most  attractive  type  of  managed 
care  for  the  elderly,  because  of  their  established  relations  with  certain  physicians, 
are  the  looser  plans  that  would  provide  some  benefit  for  continuing  to  see  their  per- 
sonal physicians  out-of-plan.  That  is,  the  looser  managed  care  plans,  such  as  Pre- 
ferred Provider  Organizations  (PPOs)  and  Point  of  Service  (POS)  plans  are  likely 
to  be  the  most  attractive  and  most  beneficial  for  the  elderly.  Yet,  only  tight,  tradi- 
tional HMOs  are  offered. 

VI.  MANAGED  CARE  REFORMS:  BROADER  CHOICE 

To  benefit  the  elderly,  improve  efficiency  and  reduce  costs,  it  is  very  important 
to  broaden  the  choice  of  managed  care  to  include  the  looser  forms,  such  as  PPOs 
and  POS  plans,  that  allow  some  benefit  pajrment  for  out-of-plan  services.  These  are 
the  types  of  plans  most  likely  to  appeal  to  and  to  benefit  the  elderly. 

This  broader  choice  require  medicare  to  allow  a  much  larger  menu  of  different 
types  of  managed  care.  Then,  medicare  needs  to  provide  some  sort  of  voucher-type 
system  whereby  consumer  can  choose  among  competing  plans  of  widely  differing 
types.  In  designing  the  system,  it  is  important  that  medicare  allow  the  plans  to  com- 
pete on  price,  as  well  as  on  benefits.  Broader  choice  of  alternative  plans  with  higher 
cost-sharing  should  also  be  part  of  the  reform. 
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sidered mutually  exclusive.  Efficient  plans  will  probably  combine  both  methods  of  cost-control. 
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Chairman  DOMENICI.  Ms.  Davis,  do  you  have  prepared  testi- 
mony? Do  you  have  written  testimony? 

Ms.  Davis.  Yes,  I  do.  I  would  be  happy  to  submit  the  full  testi- 
mony for  the  record  and  just  abstract  some  points. 

Chairman  Domenici.  All  right.  That  will  be  made  part  of  the 
record.  You  can  proceed. 

STATEMENT  OF  KAREN  DAVIS,  PRESmENT,  THE 
COMMONWEALTH  FUND 

Ms.  Davis.  Thank  you,  Mr.  Chairman  and  members  of  the  com- 
mittee, for  this  invitation  to  testify  on  considerations  that  should 
shape  changes  in  medicare  over  the  long  term.  Senator  Lautenberg 
said  in  his  opening  remarks  that  medicare  has  provided  health  and 
economic  security  for  millions  of  elderly  and  disabled  Americans 
over  the  last  30  years,  and  I  think  that  any  changes  in  medicare 
should  be  guided  by  continuing  to  meet  the  basic  goals  of  medicare, 
which  were  to  assure  financial  protection  for  beneficiaries  and  their 
families,  ensure  access  to  care,  and  promote  better  use  of  health 
care  services. 

I  would  like  to  just  turn  to  some  charts  at  the  back  of  my  testi- 
mony. First  of  all,  on  Chart  1,^  I  think  it  is  important  to  look  at 
the  cost  sharing  in  medicare  today.  We  have  already  heard  a  Httle 
bit  about  its  being  too  low.  But  I  think  we  should  remind  ourselves 
that  in  1966  the  hospital  Part  A  deductible  was  $40.  Today  it  is 
$736.  If  you  were  to  take  that  $40  and  just  inflate  it  for  general 
inflation,  it  would  be  $190  today.  So  we  have  gone  from  a  $190  de- 
ductible to  a  $736  deductible. 

The  Part  B  premium  

Chairman  DOMENICI.  Excuse  me.  Could  I  ask  this?  But  health 
care  didn^t  increase  as  inflation. 

Ms.  Davis.  The  Part  A  deductible  was  tied  to  the  cost  of  the  first 
day  of  a  hospital  stay,  and  so  that  is  why  it  has  gone  up,  because 
the  first  day  of  a  hospital  stay  has  gone  up  faster  than  inflation. 
But  in  terms  of  beneficiaries'  incomes,  their  Social  Security  pay- 
ments, those  have  not  gone  up  with  the  cost  of  health  care.  So 
these  are  greater  financial  burdens  for  beneficiaries. 

Similarly,  for  the  Part  B  premium,  in  1966  the  Part  B  premiimi 
was  $36  a  year,  $3  a  month.  In  current  dollars,  that  would  be  $171. 
True,  it  was  50  percent  of  Part  B  outlays,  but  today  we  have  got 
a  $510  Part  B  premium— that  is  1996 — compared  with  the  $171 
that  it  would  have  been  if  it  had  only  gone  up  with  inflation. 

I  really  would  challenge  the  view  that  medicare  is  outmoded.  In 
fact,  medicare  has  been  a  pioneer  in  incentive  payments.  It  has  had 
administrative  efficiency.  We  have  heard  a  lot  about  choice  today, 
but  medicare  provides  more  choices  to  beneficiaries  than  employ- 
ers. It  offers  beneficiaries  unlimited  choice  of  every  practicing  phy- 
sician in  America,  500,000  physicians,  6,000  hospitals,  and  in  most 
areas  where  HMOs  exist,  medicare  beneficiaries  have  access  to 
that.  Seventy  percent  of  HMOs  participate  in  medicare. 

We  like  to  talk  about  choice,  but  really  employers,  small  employ- 
ers, where  half  of  Americans  work,  offer  one  plan,  if  any.  For  firms 
with  more  than  100  employees,  where  the  other  half  of  Americans 


1  See  p.  36. 
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work,  only  half  of  employers  offer  any  choice.  And  often  that  is  a 
managed  care  plan  with  a  limited  set  of  physicians  and  a  limited 
set  of  hospitals.  So  medicare  does  do  a  good  job  of  offering  choices. 

I  would  say  the  main  way  that  medicare  is  outmoded  is  that  the 
benefits  have  not  kept  pace.  The  cost  sharing  is  higher.  There  is 
no  drug  coverage.  Ninety-five  percent  of  employer  plans  cover  pre- 
scription drugs.  There  is  no  limit  on  out-of-pocket  costs  of  medicare. 
Most  employer  plans  do  that.  In  fact,  if  you  ranked  medicare  on  the 
generosity  of  its  benefit  package  with  employer  plans,  it  is  in  the 
bottom  decile,  the  bottom  10  percent  of  all  plans  in  the  generosity 
of  its  benefit  package.  So  if  we  want  to  talk  about  medicare  being 
outmoded,  the  main  way  it  is  outmoded  is  that  its  benefits  haven't 
kept  up. 

You  see  that  in  Chart  2,^  what  it  has  meant  for  the  heavy  finan- 
cial burden  on  the  elderly.  As  Senator  Lautenberg  said,  the  elderly 
spend  21  percent  of  their  incomes  on  health  care  expenses.  The 
non-elderly  spend  8  percent  of  their  incomes  on  health  care.  So 
during  your  working  lifetime,  when  you  have  a  higher  income,  you 
are  pajdng  8  percent  for  health  care.  When  you  are  retired  and 
have  a  lower  income,  you  are  paying  21  percent.  And  for  low-in- 
come poor  and  near-poor  beneficiaries,  that  is  30  percent  of  their 
income. 

Chart  3,3  you  see  that  the  average  amount  beneficiaries  pay  on 
this  income — and  as  Senator  Lautenberg  said,  three-fourths  of 
them  have  incomes  below  $25,000.  On  average,  they  spend  $2,600 
per  person,  and  that  is  divided  up  among  medicare  cost-sharing 
premiums,  private  insurance  premiums,  and  non-covered  services. 

Medicare  is  the  only  kind  of  coverage  that  you  have  to  go  out  and 
buy  something  else  because  it  is  not  good  enough  by  itself.  Most 
workers  don't  have  to  go  out  and  buy  something  else  to  go  with 
their  employer  plan.  People  buy  Medigap.  Medigap  is  costly.  It  has 
high  administrative  costs.  They  are  set  by  Federal  law  to  have  no 
more  than  40  percent  administrative  costs  on  individual  plans  and 
25  percent  on  group  plans.  But  GAO  says  that  over  38  percent  of 
Medigap  policies  do  not  even  meet  those  minimum  loss  ratio  stand- 
ards. 

As  was  noted  by  Mr.  Lew,  many  of  these  plans  won't  cover  people 
with  pre-existing  conditions  or  they  charge  higher  premiums  for 
very  old  beneficiaries.  So  giving  beneficiaries  the  choice  of  a  com- 
prehensive benefit  package  from  medicare  in  place  of  having  to  buy 
a  costly  Medigap  policy  would  lower  administrative  costs  and  pro- 
vide better  coordination  of  coverage. 

Turning  to  Chart  4,^^  I  think  it  is  important  to  really  remember 
that  there  are  very  sick  old  people  and  there  are  healthy  old  peo- 
ple, and  medicare's  expenditures  are  very  skewed  as  a  result.  Ten 
percent  of  medicare  beneficiaries  account  for  75  percent  of  all  medi- 
care outlays.  For  that  costhest  10  percent,  it  is  $37,000  a  year  that 
medicare  is  paying,  in  1996.  The  20  percent  who  are  the  healthiest 
actually  have  no  medicare  claims  and  cost  the  program  nothing. 
But  that  has  a  lot  of  impHcations  for  managed  care.  If  you  set  an 
average  payment  to  managed  care  plans  at  $4,700,  the  mean  of 


2  See  p.  37. 

3  See  p.  38. 
■♦Seep.  39. 
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what  medicare  is  paying,  they  want  everyone  in  the  bottom  70  per- 
cent healthiest  medicare  beneficiaries.  They  do  not  want  these  sick 
beneficiaries  who  cost  them  $37,000  a  year. 

Voluntary  vouchers,  whether  for  medical  savings  accounts  or  de- 
fined contribution,  are  a  very  good  deal  for  the  50  percent,  the  70 
percent  who  are  the  healthiest;  $4,500  when  it  is  only  going  to  cost 
you  nothing,  $190,  $459,  is  a  good  deal.  But  it  would  cost  the  Medi- 
care Program  to  give  those  individuals  $4,700  if  they  are  still  going 
to  have  to  pay  the  $37,000  for  the  10  percent  that  are  sick.  So  it 
is  this  skew-ness  that  Dr.  Wilensky  said  that  indicates  we  really 
have  to  find  better  ways  of  risk  adjusting  and  setting  these  rates 
to  managed  care  plans  to  avoid  the  losses  that  medicare  incurs 
when  people  enroll  in  these  plans. 

On  Chart  5,^  the  other  point,  not  only  does  medicare  pay  a  lot 
for  the  10  percent  that  are  the  sickest,  the  beneficiaries  pay  a  lot. 
They  are  paying  $8,800  a  person  for  their  own  health  care  ex- 
penses, these  10  percent  who  are  sickest.  If  you  put  copajrments  on 
home  health  care,  guess  which  group  pays  that?  Those  who  are  al- 
ready paying  $8,800  for  prescription  drugs  and  non-covered  serv- 
ices and  cost  sharing. 

Chart  6.6  Dr.  Freeh  said  that  we  have  medicaid  to  take  care  of 
the  poor.  Medicaid  supplement  for  the  poor  covers  single  elderly 
with  incomes  up  to  $7,500.  That  is  the  poverty  line  for  an  elderly 
person.  So  it  is  only  helping  with  cost  sharing  for  people  with  in- 
comes below  $7,500  where  you  have  got  average  payments  of 
$2,600  or  even  higher.  And  beyond  that,  as  this  chart  says,  not  ev- 
erybody is  participating.  The  States  run  this  program.  A  lot  of  peo- 
ple never  find  out  about  it.  Only  two-thirds  of  the  poor  are  partici- 
pating, only  10  percent  of  those  who  could  have  some  premium  sub- 
sidy just  above  the  poverty  level. 

Chart  7  "7  reminds  us  that  medicare  provides  very  little  support 
for  paying  long-term  care  bills. 

Chart  8^  reminds  us  that,  over  different  periods,  medicare  has 
grown  slower  than  private  insurance.  Some  periods  private  insur- 
ance has  done  better,  but  both  basically  are  driven  by  trends  in 
health  care  costs.  In  fact,  prospective  payment  for  hospital  and 
physician  services  has  slowed  down  that  part  of  medicare.  We  need 
to  move  to  prospective  pa3nnent  for  other  providers. 

Chart  9  9  reminds  us  that  medicare  does  provide  managed  care 
options.  CBO  has  recently  projected  the  growth  in  medicare  bene- 
ficiaries under  the  baseline  who  will  be  enrolled  in  managed  care. 
But  before  we  move  very  far  in  this  direction,  we  need  to  reform 
the  way  we  pay  HMOs.  I  think  there  is  a  lot  of  evidence  that  cur- 
rent payment  rates  are  too  high.  We  need  adequate  quality  stand- 
ards. There  is  a  recent  article  that  points  out  that  health  status  de- 
clines for  chronically  ill  elderly  people  in  managed  care  plans.  A  re- 
cent study  that  we  supported  found  that  elderly  people  who  stick 
with  the  same  physician  for  10  years  have  lower  medicare  costs 


^See  p.  40. 
«See  p.  41. 
'See  p.  42. 
8  See  p.  43. 
»See  p.  44. 
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and  lower  hospitalization.  So  there  is  a  downside  to  getting  people 
to  change  from  their  current  physician. 

Chart  10 1^  just  summarizes  some  of  the  major  concerns  I  have 
with  vouchers.  It  puts  financial  risk  on  beneficiaries.  It  is  unlikely 
vouchers  would  keep  up  with  the  growth  in  health  care  costs.  They 
would  cost  the  Medicare  Program  if  only  the  healthy  take  them. 
You  have  to  worry  about  marketing  abuses  and  high  private  insur- 
ance administrative  costs,  and,  most  fundamentally,  worry  about 
undermining  the  social  insurance  nature  of  medicare. 

Instead,  on  Chart  11,^^  I  think  what  needs  to  be  done  over  the 
long  term  is  to  improve  and  restructure  medicare  benefits,  expand 
medicaid  protection  for  poor  and  near-poor  medicare  beneficiaries, 
institute  prospective  payment  for  all  medicare  services,  improve 
the  managed  care  option,  and  to  analyze  alternative  sources  of  fi- 
nancing medicare  over  the  long  term. 

Thai3c  you. 

Chairman  DOMENICI.  Thank  you  very  much. 
[The  prepared  statement  of  Ms.  Davis  follows:] 

Prepared  Statement  of  ICaren  Davis,  President,  The  Commonwealth  Fund 

executive  summary 

In  the  30  years  since  its  enactment,  medicare  has  been  a  Government  success 
story.  It  has  improved  access  to  health  care  for  elderly  Americans  and  protected 
them  against  financial  hardship.  Today,  38  million  beneficiaries  depend  upon  the 
program;  28.5  million  of  whom  nave  incomes  under  $25,000  per  year.  Medicare,  for 
all  its  accomplishments,  however,  does  not  insulate  beneficiaries  from  medical  costs. 
The  average  medicare  Ijeneficiary  still  must  spend  21  percent  of  income  on  out-of- 
pocket  medical  expenses;  for  the  poorest  those  expenses  consume  30  percent  of  in- 
come. 

In  an  era  of  fiscal  restraints  and  an  aging  population,  an  in-depth  examination 
of  medicare  is  important.  The  program  can  be  structured  to  meet  the  needs  of  bene- 
ficiaries while  promoting  efficiency  and  adapting  to  change.  But  all  this  must  be 
done  without  losing  sight  of  medicare's  mission — the  health  and  economic  security 
of  older  Americans. 

Improving  and  Restructuring  Benefits 

Increasing  medicare  cost-sharing  would  have  its  greatest  impact  on  those  least 
able  to  shoulder  that  burden — the  oldest  and  sickest  beneficiaries.  Last  year,  the 
sickest  10  percent  of  beneficiaries  averaged  $37,000  in  medicare  outlays,  with  out- 
o^ocket  costs  for  all  health  care  services  of  $8,800.  A  better  solution  may  be  to 
offer  a  benefits  package  with  little  or  no  cost-sharing  in  return  for  a  higher  pre- 
mium, which  would  spread  costs  and  decrease  the  impact  on  those  most  at  risk. 

Medicaid  Coverage  for  Medicare's  Poor 

Low  income  elderly  and  disabled  beneficiaries  are  eligible  for  supplements  to  their 
medicare  benefits  through  two  medicaid  programs.  The  Qualified  Medicare  Bene- 
ficiary Pprogram  (QMB)  entitles  poor  beneficiaries  to  medicaid  coverage  for  medi- 
care cost-sharing  and  premiums.  The  Specified  Low-Income  Medicare  Beneficiary 
Program  (SLMB)  offers  Medicare  Part  B  subsidies  to  those  whose  incomes  are  up 
to  120  percent  of  poverty.  However,  only  two-thirds  of  eligible  beneficiaries  enroll 
in  QMB,  while  only  10  percent  of  those  eligible  for  SLMB  enroll.  Federalization  of 
these  programs  would  provide  better  coordination  and  likely  increase  participation. 
Improvements  in  supplemental  medicaid  benefits  such  as  prescription  drugs  and 
raising  the  income  eligibility  for  SLMB  would  provide  better  financial  protection  to 
low-income  medicare  beneficiaries. 

Adopting  Prospective  Payments  for  Providers 

Medicare  has  been  a  pioneer  in  the  development  of  prospective  payments  for  hos- 
pitals and  physicians.  In  fact,  the  areas  in  which  medicare  expenditures  are  growing 


10  See  p.  45. 
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rapidly  are  those  where  services  are  not  yet  covered  by  prospective  payment  ap- 
proaches— home  health,  skilled  nursing  services,  sub-acute  hospital  care  and  hos- 
pital out-patient  care.  Developing  new  methods  of  prospective  payment  for  these 
services  should  be  a  top  priority.  However,  over  the  long  run,  both  medicare  and 
private  health  insurance  are  driven  by  underlying  trends  in  health  care  costs.  If 
medicare  payments  are  fixed  below  private  market  rates,  the  quality  and  accessibil- 
ity of  services  will  deteriorate. 

Medicare  and  Managed  Care 

One-in-ten  medicare  beneficiaries  is  currently  enrolled  in  a  managed  care  plan, 
a  number  expected  to  double  by  the  year  2000.  However,  managed  care  may  not 
generate  the  cost-savings  previously  assumed.  In  fact,  the  best  information  available 
indicates  that  medicare  now  loses  almost  6  percent  for  every  managed  care  enroUee 
by  over-paying — its  primary  weakness  being  that  it  does  not  adjust  for  differences 
in  health  status  and  managed  care  enroUees  tend  to  be  healthier  than  medicare 
beneficiaries  as  a  whole.  Budgetary  savings  could  be  realized  by  lowering  the  HMO 
payment  rate,  currently  set  at  95  percent  of  medicare  projected  expenditures  per  av- 
erage beneficiary,  to  85  to  90  percent  to  account  for  the  better  health  status  of  HMO 
enroUees  over  other  medicare  beneficiaries.  In  addition,  the  ability  of  managed  care 
to  provide  quality  care  for  seriously  ill  patients  has  not  yet  been  demonstrated. 

Vouchers,  Medical  Savings  Accounts,  Catastrophic  Coverage 

Another  approach  to  controlling  costs  is  to  convert  medicare  fi-om  a  defined  bene- 
fit to  a  defined  contribution  program.  But  allowing  physicians  and  HMOs  to  set 
their  own  charges  would  put  beneficiaries  financially  at  risk  to  make  up  the  dif- 
ference between  their  vouchers  and  their  costs,  while  reducing  Government's  pur- 
chasing power  in  the  market  place  to  obtain  lower  costs.  Such  a  system  would  also 
divide  beneficiaries  which  would  put  the  most  vulnerable — the  oldest  and  sickest — 
at  particular  risk. 

Financing  Medicare  in  the  2l8t  Century 

Much  of  the  sense  of  urgency  over  medicare  spending  is  the  result  of  the  impend- 
ing bankruptcy  of  Part  A — financed  through  a  payroll  tax,  while  Part  B  is  financed 
through  general  revenues  and  premiums.  There  is  no  analytic  reason  for  such  a  di- 
vision. Merging  Part  A  and  Part  B  into  a  single  trust  fund  would  allow  innovative 
ways  to  pay  for  the  program.  An  increase  in  the  pa3rroll  tax  on  workers  and  employ- 
ers could  ease  the  financial  strain  in  the  short-term.  Longer-term  consideration 
should  be  given  to  taxes  that  grow  with  the  aging  of  the  population — be  that  general 
revenues,  a  new  consumption  or  value  added  tax,  a  health  sector  tax,  or  greater 
taxes  on  the  elderly  (i.e.,  taxing  the  actuarial  value  of  medicare  or  an  income-related 
premium). 

The  above  short-term  steps,  improving  and  restructuring  benefits,  assuring  that 
medicaid  is  adequately  supplementing  medicare  for  the  poor  and  near-poor,  institut- 
ing prospective  payment  methods  for  all  medicare  services,  improving  payment  for 
managed  care  while  assuring  quality  standards,  and  analyzing  alternative  sources 
of  financing,  would  help  put  medicare  on  a  firmer  financial  footing  in  the  future 
while  guaranteeing  quality  health  care.  Medicare  is  a  model  of  success.  Our  goal 
should  be  to  preserve  the  program — not  jettison  it  on  the  altar  of  budgetary  savings. 

MEDICARE  REFORM:  ASSURING  HEALTH  AND  ECONOMIC  SECURITY  FOR  BENEFICIARIES 

Thank  you,  Mr.  Chairman,  for  this  invitation  to  testify  on  considerations  that 
should  shape  changes  in  the  Medicare  Program.  Medicare  has  brought  health  and 
economic  security  to  elderly  Americans  for  over  30  years.  Before  it  was  enacted  half 
of  older  Americans  were  uninsured,  leaving  them  and  their  families  at  risk  of  finan- 
cial catastrophe  in  the  face  of  major  illness.  Today,  medicare  serves  38  million 
Americans;  three-fourths  of  whom  have  incomes  below  $25,000.  Medicare  has  im- 
proved access  to  health  care,  contributed  to  better  health  for  millions  of  elderly 
Americans,  and  protected  against  the  financial  hardship  of  medical  expenses.  Any 
changes  to  medicare  should  not  undermine  these  fundamental  goals  of  the  program. 

An  in-depth  examination  of  medicare  is  important.  There  are  long-run  changes 
and  short-run  steps  that  can  be  taken  to  assure  it  better  meets  the  needs  of  an 
aging  population  in  the  21st  century,  encourages  preventive  care,  promotes  effi- 
ciency, and  adapts  to  the  changing  American  health  care  delivery  system.  These  in- 
cludo: 

•  improving  and  restructuring  benefits 

•  extending  medicaid  protections  for  low-income  medicare  beneficiaries 

•  adopting  prospective  payment  methods  for  all  health  care  providers 
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jj     •  improving  managed  care  options,  by  changing  the  way  in  which  managed  care 
1       plans  are  paid,  setting  rigorous  quahty  standards,  and  providing  beneficiaries 
with  the  information  necessary  to  make  informed  choices 
•  rethinking  the  revenue  base  of  medicare  to  match  projected  needs  with  a  revenue 
:       source  that  grows  commensurately 

l|    Restructuring  Medicare  Benefits 

It  has  become  fashionable  to  characterize  medicare  as  outmoded.  Medicare,  in 
fact,  has  been  a  pioneer  in  incentive  methods  of  paying  health  care  providers  and 
1     a  model  of  administrative  efficiency.  It  offers  beneficiaries  more  choices  than  most 
i     employers,  and  is  beginning  to  lead  the  way  in  setting  quality  standards  on  man- 
1     aged  care  plans. 

|j       The  major  way  in  which  medicare  has  not  kept  pace  is  its  benefit  package.  The 
]l     structure  of  benefits  is  fundamentally  the  same  today  as  it  was  when  it  was  imple- 
I     mented,  but  cost-sharing  is  considerably  higher.  In  1966  the  hospital  deductible  was 
$40;  in  1996  it  was  $736.  The  deductible  for  Part  B  (Supplementary  Medical  Insur- 
ance) services  is  $100,  up  fi-om  $50  in  1966.  The  Part  B  annual  premium  was  origi- 
nally set  at  $36,  representing  50  percent  of  SMI  outlays;  today  it  is  $510  a  year, 
j     representing  25  percent  of  program  outlays.  In  real  terms  combined  cost-sharing 
M     and  premiums  are  considerably  higher  than  in  1966  (the  1966  cost-sharing  rates  in 
I     1996  dollars  are  $190  Part  A  deductible,  $238  Part  B  deductible,  $171  Part  B  pre- 
I     mium).  Thev  are  also  higher  than  the  deductibles  and  premiums  paid  by  most  work- 
j     ers.  The  elderly  devote  21  percent  of  their  income  to  health  care,  compared  with  8 
percent  for  people  under  age  65.  Most  employer  plans  include  a  ceiling  on  out-of- 
I     pocket  expenses;  medicare  does  not.  In  the  generosity  of  its  benefit  package,  medi- 
care ranks  in  the  bottom  decile  of  insurance  plans. 
The  medicare  benefit  package  is  essentially  unchanged  over  the  last  30  years.  The 
I     only  major  new  services  include  hospice  care,  rural  health  clinics,  drug  coverage  for 
!|     immunosuppressive  drugs,  erythropoietin  for  persons  with  chronic  kidney  failure, 
'     outpatient  chemotherapy,  and  some  limited  preventive  services  (subject  to  the  Part 
B  deductible  and  20  percent  coinsurance).  The  application  of  cost-sharing  to  preven- 
tive services  such  £s  mammograms  has  restricted  access  to  this  service,  especially 
li     for  those  without  supplemental  coverage  to  medicare.  Medicare  does  not  cover  pre- 
1     scription  drugs  (covered  bv  95  percent  of  employer  plans)  or  most  long-term  care 
I    services  (only  16  percent  of  nursmg  home  and  home  health  care  is  paid  by  medicare; 
I    another  38  percent  is  paid  by  medicaid^ ).  Not  covered,  for  example,  are  insulin,  cho- 
'!    lesterol-lowering  drugs,  hormone  replacement  therapy  medication,  and  pain  medica- 

I;  tion  for  cancer  patients. 
The  high  cost-sharing  and  limited  benefits  expose  seriously  ill  medicare  bene- 
I  ficiaries  to  high  out-of-pocket  costs.  In  1996  medicare  beneficiaries  paid  $2,605  per 
1  person  for  their  own  health  care  costs.  Medicare  expenditures  and  out-of-pocket 
I  costs,  however,  are  highly  skewed.  The  sickest  10  percent  account  for  75  percent  of 
]:  medicare  outlays.  In  1996  the  sickest  10  percent  of  medicare  beneficiaries  averaged 
(,  $37,000  in  meaicare  outlays;  the  healthiest  20  percent  incur  no  medicare  expenses.^ 
'I'  But  the  sickest  beneficiaries  also  spent  the  most  themselves.  Their  out-of-pocket 
I  costs  for  medicare  covered  services  was  $5,600,  and  their  out-of-pocket  costs  for  all 
!  health  services  was  $8,800.  Any  increase  in  cost-sharing  would  fall  disproportion- 
;  on  these  beneficiaries  and  add  to  this  considerable  financial  burden. 

The  major  arguments  for  cost-sharing  are  to  discourage  unnecessary  use  of  serv- 
ices by  beneficiaries  and  to  reduce  the  cost  to  the  Government.  There  is  little  evi- 
dence of  excessive  use  of  hospital  or  physician  services  on  the  part  of  medicare  bene- 
ficiaries. The  medicare  method  of  paying  hospitals  gives  them  a  strong  financial  in- 
'     centive  to  shorten  lengths  of  hospital  stays  and  that  has  happened. 

The  major  arguments  against  cost-sharing  are  the  financial  barriers  to  care  it  cre- 
\    ates  for  low  and  modest  income  beneficiaries,  and  the  preference  on  the  part  of 
[    beneficiaries  for  comprehensive  benefits  (reflected  in  the  fact  that  90  percent  have 
some  form  of  supplemental  coverage  either  from  retiree  plans,  purchase  of  MediGap 
j     policies,  or  in  the  case  of  low-income  beneficiaries,  medicaid).  Since  a  major  purpose 
I     of  medicare  is  to  provide  financial  protection  for  beneficiaries,  a  good  case  could  be 
made  for  trading  off  lower  cost-sharing  for  higher  premiums.  Going  the  higher  pre- 
mium route  improves  financial  protection,  especially  for  the  10  percent  of  medicare 
beneficiaries  who  have  no  supplemental  retiree  or  Medigap  coverage  and  for  those 
chronically  ill  medicare  beneficiaries  with  major  health  care  expenses. 


1  Harriet  L.  Komisar,  Jeanne  M.  Lambrew,  and  Judith  Feder,  Long-Term  Care  for  the  Elderly, 
The  Commonwealth  Fund,  December  1996. 

2  Marilyn  Moon,  Restructuring  Medicare's  Cost-Sharing,  The  Commonwealth  Fund,  December 
1996. 
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Even  better  would  be  giving  medicare  beneficiaries  the  choice  of  a  comprehensive 
benefit  package  with  little  or  no  cost-sharing  and  a  commensurately  higher  pre- 
mium so  that  beneficiaries  would  not  be  forced  to  purchase  costly  private  MediGap 
coverage.  With  some  important  exceptions  (such  as  the  American  Association  of  Re- 
tired Persons  offerings  and  some  Blue  Cross  MediGap  plans),  MediGap  plans  often 
deny  coverage  to  elderly  people  with  pre-existing  conditions.  MediGap  plans  are  re- 
quired by  Federal  law  to  limit  administrative  costs  to  40  percent  for  individual 
plans  and  25  percent  for  groups  plans;  vet  in  1993,  38  percent  of  plans  did  not  com- 
ply with  minimum  loss  ratio  standards.^  Combining  supplemental  coverage  with 
medicare  into  a  single  comprehensive  medicare  benefit  package  would  lower  admin- 
istrative costs,  reduce  paperwork  burdens,  and  the  necessity  of  coordinating  medi- 
care and  MediGap  payment.  At  a  minimum  MediGap  plans  should  be  required  to 
accept  all  medicare  beneficiaries  without  underwriting,  excluding  bad  risks,  or 
charging  higher  premiums  to  sick  or  very  old  beneficiaries. 

The  division  oi  medicare  into  Part  A  and  Part  B  is  itself  outmoded.  With  managed 
care  providing  both  hospital  and  phvsician  services,  a  combined  benefit  makes  more 
sense.  A  single  ceiling  on  out-of-pocket  expenses  is  also  facilitated  by  a  single  bene- 
fit. Division  into  two  parts  is  a  historical  artifact.  In  part  the  division  arose  from 
the  fact  that  it  was  modeled  on  Blue  Cross  (BC)/Blue  Snield  (BS)  plans  which  sepa- 
rately covered  hospital  and  physician  services;  subsequently  most  BC  and  BS  plans 
have  merged,  but  medicare  has  not.  Another  reason  that  medicare  has  two  parts 
is  that  Part  B  was  tacked  on  late  in  the  legislative  process  as  a  political  com- 
promise. Whatever  its  origins,  it  is  fair  to  say  that  the  dual  structure  serves  little 
useful  purpose  today  and  is  even  counterproductive. 

Medicaid  Coverage  of  Medicare's  Poor 

Low-income  elderly  and  disabled  beneficiaries  have  increasingly  relied  on  the 
Medicaid  Program  to  supplement  their  medicare  benefits.  The  Qualified  Medicare 
Beneficiary  (QMB)  Program  entitles  all  poor  medicare  beneficiaries  to  supplemental 
medicaid  coverage  to  pick  up  cost-sharing  and  premiums.  Beneficiaries  with  incomes 
up  to  120  percent  of  the  poverty  level  are  eligible  for  Medicare  Part  B  premium  sub- 
sidies fi*om  medicaid  (Specified  Low-Income  Medicare  Beneficiary  [SLMB]  Program). 
These  provisions  are  quite  modest.  The  poverty  level  for  a  single  elderly  person  in 
1996  was  $7,525  and  $9,484  for  a  couple. 

Only  about  two-thirds  of  those  eligible  for  QMB  coverage,  however,  participate, 
and  only  about  10  percent  of  those  eligible  for  SLMB  do  so.'*  As  a  result,  poor  medi- 
care beneficiaries  spend  30  percent  of  their  incomes  out-of-pocket  on  health  care.  A 
Commonwealth  Fund  study  found  that  the  most  common  reasons  why  elderly  poor 
are  not  covered  by  public  benefit  programs  are  that  they  are  unfamiliar  with  the 
programs  or  do  not  think  they  are  eligible.^  Better  outreach  to  those  who  are  quali- 
fied for  medicaid  supplementation  to  medicare  is  important.  Federalization  of  the 
QMB  and  SLMB  Programs  would  permit  better  coordination  with  medicare  and 
likely  increase  participation  of  those  eligible. 

Medicaid  ana  medicare  have  also  been  important  financers  of  long-term  care  for 
the  frail  elderly  and  those  suffering  from  chronic  and  disabling  physical  and  mental 
conditions.  Together,  the  two  programs  account  for  over  half  of  long-term  care  ex- 
penditures; private  health  insurance  coverage  for  long-term  care  is  negligible  (6  per- 
cent of  outlays).  Medicaid  is  the  only  significant  source  of  coverage  for  long-term 
nursing  home  care  and  for  personal  care  that  does  not  satisfy  medicare's  coverage 
requirements  for  skilled  home  health  care.  But  to  qualify  for  medicaid  an  elderly 
person  must  be  or  become  destitute.  Medicare  nursing  home  benefits  are  restricted 
to  skilled  nursing  care.  Medicare's  home  health  benefit  increasingly  covers  extensive 
aide  visits.  However,  over  half  of  medicare  beneficiaries  at  home  with  significant 
long-term  care  needs  get  no  medicare  home  health  benefits.^ 

By  their  very  design,  cost-sharing  requirements  settle  the  greatest  burden  on 
those  who  are  ill  and  use  services.  A  Commonwealth  Fund  study.  Medicare's  Poor, 
found  that  thirty  percent  of  medicare  beneficiaries  rate  their  health  as  fair  or  poor.^ 


3  General  Accounting  Office,  MediGap  Insurance:  Insurers'  Compliance  with  Federal  Minimum 
Loss  Ratio  Standards.  1988-1993,  August  1995. 

*  Marilyn  Moon,  Crystal  Kuntz,  and  Laurie  Pounder,  Protecting  Low-Income  Medicare  Bene- 
ficiaries, The  Commonwealth  Fund,  December  1996. 

*The  Commonwealth  Fund  Commission  on  Elderly  People  Living  Alone,  Old,  Alone,  and  Poor, 
April  1987. 
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Beneficiaries  Who  Need  Long-Term  Care,"  Institute  for  Health  Care  Research  and  Policy,  Work- 
ing Paper,  December  1996. 
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For  those  who  are  poor,  members  of  minority  groups,  or  over  age  85,  even  higher 
numbers  have  poor  health.  For  example,  over  60  percent  of  poor  elderly  have  arthri- 
tis. Half  suffer  from  hypertension  and  need  counseling  about  diet  and  exercise,  and 
many  require  physician  monitoring  and  prescription  drugs  to  control  their  condition. 
Twelve  percent  of  poor  elderly  people  have  diabetes  and  many  require  insulin. 

For  those  elderly  with  long-term  care  needs,  costs  can  be  even  higher.  About  40 
percent  of  all  nursing  home  expenses  are  paid  directly  by  patients  and  families.  For 
those  elderly  with  fonctional  impairments  and  living  at  home,  costs  can  also  be 
high.  Over  one-third  of  poor  elderly  people  living  at  home  report  being  restricted  in 
one  or  more  activities  of  daily  living,  compared  to  17  percent  of  those  with  moderate 
or  high  incomes. 

Inadequate  medicare  benefits  not  only  mean  financial  burdens,  but  also  barriers 
to  needed  care.  The  significant  deductible  and  coinsurance  provisions  in  medicare 
deter  some  of  the  elderly  poor  and  near  poor  from  obtaining  care.  Low-income  and 
minority  elderly  are  less  likely  to  get  preventive  services  such  as  pap  smears  and 
mammograms,  in  part  because  of  the  financial  barrier  posed  by  out-of-pocket  costs. 
A  recent  study  supported  by  The  Commonwealth  Fund  found  that  elderly  women 
without  medicaid  or  supplemental  private  health  insurance  were  much  less  likely 
to  get  mammograms.^  The  financial  barriers  posed  by  deductibles  and  coinsurance 
for  cancer  screening  contribute  to  failure  to  detect  cancer  in  an  early  stage  when 
recovery  chances  are  higher.  Rates  of  ambulatory  sensitive  hospital  admission  rates 
that  could  have  been  prevented  with  better  preventive  or  primary  care  are  particu- 
larly high  for  poor  and  minority  elderly — indicating  inadequate  access  to  primary 
care. 

In  sum,  poor  and  near-poor  elderly  are  more  likely  to  be  experiencing  health  prob- 
lems that  require  medical  services  than  elderly  people  who  are  economically  better 
off.  Yet,  they  are  less  able  to  afford  needed  care  because  of  their  lower  incomes.  For 
those  who  do  get  care,  large  out-of-pocket  medical  expenses  can  lead  to  impoverish- 
ment. The  Commonwealth  Fund  Commission  on  Elderly  People  Living  Alone  found 
that  one-third  of  the  near-poor  are  driven  into  poverty  by  out-of-pocket  medical  ex- 
penses.9 

Medicaid  could  be  improved  to  assure  better  benefits  and  financial  protection  for 
low-income  medicare  beneficiaries.  Federalizing  this  portion  of  medicaid,  improving 
supplemental  coverage  (including  prescription  drugs),  and  increasing  eligibility  to 
150  percent  of  poverty  are  options  worthy  of  exploration. 

Improving  Medicare's  Fee-for-Service  Option 

Medicare  provides  beneficiaries  with  the  option  of  traditional  fee-for-service  cov- 
erage where  beneficiaries  may  choose  their  own  physician  from  any  medicare  par- 
ticipating physician  or  hospital  and  the  option  of  enrolling  in  any  qualified  health 
maintenance  organization  (HMO)  available  in  their  area.  Because  it  is  a  major 
payer,  nearly  all  quaUfied  health  care  providers  and  increasingly  nearly  all  HMOs 
nave  opted  to  participate  in  medicare— despite  the  fact  that  payment  rates  have  his- 
torically been  set  by  medicare  below  private  sector  rates. 

Fee-ror-service  care  has  the  disadvantage  of  creating  incentives  for  too  much  care 
at  too  high  cost;  managed  care  has  the  disadvantage  of  creating  incentives  for  too 
little  care  at  substandard  quality.  Providing  a  genuine  informed  choice  for  bene- 
ficiaries of  both  options  may  counter  the  harmful  consequences  of  either  extreme. 
In  my  view  genuine  choice  for  beneficiaries  of  both  a  fee-for-service  option  and  a 
managed  care  option  is  essential  for  the  long-run  effectiveness  of  the  program.  If 
either  part  of  the  program  deteriorates  in  the  Quality  and  level  of  service  available, 
neither  beneficiaries  nor  the  Government  will  be  well  served.  Careful  attention, 
however,  will  need  to  be  paid  to  issues  of  risk  selection  since  sicker  beneficiaries 
are  more  likely  to  opt  for  fee-for-service  coverage  while  healthier  beneficiaries  are 
more  likely  to  enroll  in  managed  care  plans. 

Medicare's  traditional  fee-for-service  coverage  has  been  criticized  in  recent  years — 
in  my  view  often  without  justification.  Medicare  in  fact  has  an  excellent  record  of 
low  administrative  costs.  Medicare's  administrative  costs  average  2  percent  of  pro- 
gram outlays,  compared  with  15-20  percent  in  managed  care  plans,  25  percent  in 
small  group  market  plans  and  30-50  percent  in  individual  insurance  plans. 

Medicare  has  also  been  an  innovator  in  provider  payment.  Its  system  of  physician 
payment  has  been  increasingly  accepted  by  physicians  as  payment  in  full.  Its  inno- 
vations in  physician  payment  in  fact  have  contributed  to  the  growth  of  managed 
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care  plans  who  use  it  as  a  basis  for  establishing  fee  schedules  for  physicians  partici- ' 
pating  in  discounted  fee-for-service  managed  care  plans.  A  survey  of  managed  care^ 
plans  finds  that  medicare  still  obtains  the  best  "discounts"  fi-om  physicians — with  • 
most  managed  care  plans  paying  physicians  in  excess  of  medicare  rates. 

A  good  comparison  of  the  performance  of  medicare  and  private  coverage  for  the  ij 
working  population  is  difficult  because  of  the  age  differences  in  those  it  covers.  In- 
stead analysts  have  focused  on  comparing  the  rates  of  increase  in  medicare  and  pri-  ' 
vate  sector  outlays.  Prior  to  the  mid-1980's  both  medicare  and  private  health  ex-  i 
penditures  grew  rapidly,  with  medicare  growing  slightly  faster.  Starting  with  the  in- 
troduction of  prospective  payment  for  hospitals,  medicare  grew  more  slowly  than 
private  health  expenditures  in  the  mid-1980's  to  early  1990's.ii  Employers  com- 
plained regularly  that  medicare  was  "cost-shifting"  to  the  private  sector  because  it 
achieved  price  "discounts"  from  hospitals  and  physicians.  ' 

The  development  of  private  sector  managed  care  plans  that  used  their  collective . 
purchasing  power  to  obtain  price  discounts  appears  to  have  moderated  the  growth  1 
in  employer  premiums  in  the  1990's.  Recent  reports  suggest,  however,  that  this  pe-  I 
riod  of  moderation  may  now  be  ending,  as  both  medicare  and  private  plans  become 
subject  to  the  underlying  forces  that  have  driven  health  care  costs  historically — , 
labor-intensive  services  and  improving  health  care  technology. 

Over  the  long  run  both  medicare  and  private  health  insurance  are  driven  by  un-  p 
derlying  trends  in  health  care  costs.  A  sustainable  rate  of  growth  of  medicare  out- 
lays,  therefore,  is  one  that  assures  that  medicare  expenditures  per  capita  adjusted  j 
for  the  aging  of  the  population  grows  over  the  long-term  at  the  same  rate  as  the  ii 
rest  of  the  health  sector.  Otherwise  the  quality  and  accessibility  of  services  under  j 
medicare  are  likely  to  deteriorate  relative  to  that  of  other  patients.  To  define  "sus-  i 
tainability"  as  a  rate  of  growth  of  medicare  outlays  that  obviates  the  need  to  in- 
crease taxes  or  increase  beneficiary  financial  contributions  is  to  ignore  the  fun- 
damental goal  that  medicare  is  trying  to  achieve — access  to  quality  health  care  serv-  ; 
ices  and  financial  security  for  beneficiaries.  ^ 

Rather  than  continue  the  attack  on  medicare's  fee-for-service  option,  it  is  impor-  t 
tant  that  the  innovations  of  prospective  payment  for  hospitals  and  physicians  be  ex-  ; 
tended  to  other  medicare  services.  Growth  in  medicare  hospital  and  physician  ex- 
penditures have  moderated  considerably.  The  major  areas  where  medicare  is  now  f 
growing  rapidly  are  for  those  services  not  covered  by  prospective  payment  ap- 
proaches— ^particularly  home  health,  skilled  nursing  facilities  services,  sub-acute 
hospital  care,  and  hospital  outpatient  care.  Developing  new  methods  of  prospective  } 
payment  for  these  services  should  be  a  top  priority.  Other  techniques  such  as 
profiling,  patterns  of  utilization  of  different  physicians,  appropriateness  guidelines,  ? 
and  high  cost  case  management  may  also  generate  further  savings.  f 

Nor  should  we  lose  sight  of  the  fact  that  growth  in  health  care  spending  nation- 
ally and  in  medicare  have  brought  improvements  in  life  expectancy  and  quality  of  • 
life.  Life  expectancy  at  age  65  has  increased  by  3  years  since  medicare  was  enacted, 
and  the  United  States  is  a  world-leader  in  life  expectancv  of  older  adults.  Techno-  ' 
logical  innovations  such  as  cataract  surgery,  joint  replacements,  and  advanced 
methods  of  treating  coronary  artery  disease  have  prolonged  life  and  improved  func-  ^ 
tioning  for  millions  of  Americans.  Medicare,  in  particular,  has  contributed  to  techno-  [ 
logical  advances  not  only  by  directly  financing  health  care  for  older  Americans  but 
through  payments  to  academic  health  centers  which  are  on  the  forefi-ont  of  develop- 
ing and  testing  new  advances  in  medicine.  ! 

Improving  Medicare's  Managed  Care  Choices  i 

Medicare  permits  qualified  health  maintenance  organizations,  including  point  of  !; 
service  plans,  to  participate  in  the  program.  Seventy  percent  of  HMOs  offer  coverage  ' 
to  medicare  beneficiaries.  Currently  10  percent  of  medicare  beneficiaries  enroll  in 
HMOs,  but  this  number  is  growing  rapidly.  The  Congressional  Budget  Office  esti- 
mates that  by  the  year  2000,  20  percent  of  medicare  beneficiaries  will  belong  to  , 
HMOs.  I 

While  most  medicare  beneficiaries  have  managed  care  options  available  to  them,  | 
familiarity  with  this  option  is  not  widespread.  Medicare  could  systematically  make  ^ 
information  available  to  beneficiaries  about  choices  in  their  geographic  area,  and 
conduct  a  formal  annual  enrollment  process. 

It  is  important,  however,  that  managed  care  plans  be  held  to  high  quality  stand-  ■ 
ards.  A  recent  study  finding  that  health  outcomes  of  elderly  patients  worsen  under  ^ 


10  "Physician  Payment  Review  Commission,  Annual  Report  to  Confess  1995,  p.  83.  '  « 

11  Marilyn  Moon  and  Stephen  Zuckerman,  Are  Private  Insurers  Really  Controlling  Spending  , 
Better  than  Medicare?  The  Urban  Institute,  July  1995.  1  / 


33 

managed  care  compared  to  fee-for-service  care  is  particularly  troubling.  12  Starting 
slowly  is  important.  Expanding  coverage  to  loosely  organized  managed  care  plans 
such  as  preferred  provider  organizations  does  not  seem  warranted,  until  many  of 
the  problems  with  current  capitation  payment  are  resolved  and  adequate  quality 
standards  estabhshed  and  an  enforcement  mechanism  instituted.  The  Health  Care 
Financing  Administration  is  taking  important  steps  to  require  that  participating 
managed  care  plans  provide  standardized  information  on  quality  indicators,  but  an 
effective  quality  information  and  assurance  system  is  a  long  way  from  realization. 
Nor  does  the  program  as  yet  require  accreditation  of  HMOs.  One  protection  for 
beneficiaries  is  the  right  to  disenroU  from  a  managed  care  plan  on  a  monthly  basis. 
This  abihty  to  "vote  with  their  feet"  is  an  important  protection  until  better  quality 
standards  are  in  place. 

Even  if  enrollment  in  managed  care  plans  were  to  expand  more  rapidly,  it  would 
not  yield  savings  to  the  program.  The  best  study  on  the  issue  finds  that  the  actual 
cost  of  serving  medicare  beneficiaries  who  opt  for  HMO  enrollment  is  5.7  percent 
more  than  medicare  would  have  paid  for  these  same  beneficiaries  had  they  been 
covered  under  fee-for-service  medicare  coverage.  Instead  of  saving  medicare 
money,  the  program  loses  almost  6  percent  for  every  medicare  managed  care  en- 
rollee. 

Given  the  extreme  variability  in  health  outlays  among  beneficiaries,  there  is  great 
leeway  for  plans  to  select  relatively  healthier  beneficiaries  for  whom  capitated  rates 
exceed  true  costs.  If  managed  care  plans  succeed  in  attracting  and  retaining  rel- 
atively healthier  medicare  beneficiaries  (which  they  have  very  strong  incentives  to 
do),  medicare  will  be  overpaying  for  those  under  managed  care,  and  yet  paying  the 
fiill  cost  of  the  sickest  medicare  beneficiaries  who  are  unattractive  to  managed  care 
plans.  Managed  care  plans  have  the  option  of  switching  out  of  the  risk  contract  pro- 
gram if  they  experience  adverse  selection. 

The  current  method  of  paying  managed  care  plans  for  medicare  patients  is  seri- 
ously flawed.  Its  primary  weafaiess  is  that  it  does  not  adequately  adjust  for  dif- 
ferences in  the  health  status  of  beneficiaries.  Unfortunately,  a  good  method  of  set- 
ting capitation  rates  to  adjust  for  differences  in  beneficiary  health  status  still  seems 
years  away. 

Tying  medicare  HMO  payment  rates  to  local  fee-for-service  experience  is  neither 
equitable  nor  tenable  in  the  long-term.  A  national  rate  with  appropriate  geographic 
aojustment  for  differences  in  the  cost  of  practice  would  be  preferable.  However, 
rates  are  currently  so  widely  variable  across  geographic  areas  tnat  a  long  transition 
period  will  be  required.  The  current  method  of  medicare  HMO  payment  includes  al- 
lowances for  the  direct  and  indirect  costs  of  medical  education,  even  though  man- 
aged care  plans  do  not  incur  these  costs;  the  payment  rate  also  includes  an  allow- 
ance for  disproportionate  share  payments  even  though  managed  care  plans  do  not 
cover  the  uninsured,  and  in  general  are  open  only  to  those  wno  can  afford  the  pre- 
mium or  have  employers  or  public  programs  that  pay  the  premium  on  their  behalf. 
These  factors  produce  about  a  4  percent  overpayment  to  HMOs  with  medicare  risk 
contracts.  If  budgetary  savings  are  required,  serious  consideration  should  be  given 
to  lowering  the  medicare  HMO  payment  rate.  It  is  currently  set  at  95  percent  of 
medicare  projected  expenditures  for  beneficiaries  with  average  health  status.  Given 
the  favorable  selection  that  occurs,  reducing  this  to  85  to  90  percent  could  be  consid- 
ered. 

The  extent  of  m.ana^ed  care  abuses  could  be  curbed  by  lowering  capitation  pay- 
ment rates  and  imposing  penalties  on  plans  for  high  disenroUment  rates,  but  the 
basic  underlying  incentives  are  unlikely  to  be  substantially  altered.  Nor  has  the 
long-term  success  of  managed  care  in  controlling  costs  while  providing  quality  care 
to  seriously  ill  patients  yet  oeen  demonstrated. 

Vouchers,  Medical  Savings  Accounts,  Catastrophic  Coverage 

Another  approach  is  to  convert  medicare  from  a  defined  benefit  program  to  a  de- 
fined contribution  program.  Currently,  medicare  sets  payments  to  hospitals  and 
HMOs;  this  payment  is  payment  in  full.  Hospitals  and  HMOs  may  not  charge  bene- 
ficiaries on  top  of  what  medicare  pays.  Physicians  have  strict  Umits  on  balance  bill- 
ing over  the  fee  schedule  (no  more  than  15  percent  above  the  fee  schedule);  and 
about  90  percent  of  all  claims  are  now  assigned.  Most  defined  contribution  ap- 
proaches would  eliminate  this  feature  and  permit  managed  care  plans  and  health 
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care  providers  to  set  their  own  charges,  with  beneficiaries  financially  at  risk  for  the 
difference  between  a  fixed  voucher  and  what  providers  and  health  plans  charge. 

In  a  difficult  Federal  budgetary  climate,  capping  the  Federal  budget  obligation  for 
medicare  on  first  examination  has  appeal  as  a  policy  option.  Vouchers  or  giving 
beneficiaries  the  actuarial  value  of  medicare  to  purchase  private  coverage  permits 
the  Government  to  control  its  expenditures  regardless  of  the  trend  in  health  care 
costs.  However,  this  approach  shifts  financial  risks  to  beneficiaries,  and  undermines 
the  financial  security  that  medicare  is  intended  to  provide.  By  fi'eeing  managed  care 
plans,  hospitals,  and  physicians  to  charge  whatever  they  choose  in  the  marketplace, 
the  benefit  of  the  large  purchasing  power  that  medicare  has,  as  well  as  the  govern- 
mental authority  it  represents,  no  longer  would  be  available  to  help  beneficiaries  ob- 
tain care  at  lower  cost. 

Proposals  to  change  medicare  into  catastrophic  coverage  with,  for  example,  a 
$2,500  combined  deductible  could  pose  major  barriers  to  care  for  low-  and  modest-  t 
income  beneficiaries.  A  high  deductible  witn  no  ceiling  on  out-of-pocket  costs  is  espe- 
cially of  concern. 

Vouchers  to  purchase  catastrophic  health  coverage  with  the  balance  invested  in 
medical  savings  accounts  raise  particular  concerns.  Such  provisions  are  likely  to  be 
costly  to  the  Medicare  Program.  While  a  mandatory  voucher  system  could  be  de- 
signed to  guarantee  savings,  a  voluntary  voucher  program  is  almost  certain  to  be 
attractive  only  to  relatively  healthier  beneficiaries.  Setting  the  voucher  at  an  aver- 
age level  could  result  in  very  substantial  overpayments.  Medicare  currently  spends 
very  little  on  the  healthiest  50  percent  of  medicare  beneficiaries.  If  they  were  to 
take  vouchers,  the  cost  to  the  program  could  be  extraordinary.  Skimming  off  the 
healthiest  medicare  beneficiaries  undermines  the  advantages  of  risk  pooling  that 
medicare  as  a  universal  program  now  achieves. 

The  most  serious  potential  problem  with  vouchers  is  that  the  market  would  begin 
to  divide  beneficiaries  in  ways  that  put  the  most  vulnerable  beneficiaries — those  in 
poor  health  and  with  modest  incomes — at  particular  risk.  If  vouchers  or  other  types 
of  specialized  plans  like  medical  savings  accounts  skim  off  the  healthier,  wealthier  f 
beneficiaries,  many  medicare  enroUees  who  now  have  reasonable  coverage  for  acute 
care  costs,  but  who  are  the  less  desirable  risks,  would  face  much  higher  costs  due 
to  the  market  segmentation.  A  two-tier  system  of  care  could  result  in  which  modest 
income  families  are  forced  to  choose  less  desirable  plans. 

Catastrophic  coverage  is  unlikely  to  be  attractive  to  many  beneficiaries.  After  all, 
90  percent  of  medicare  beneficiaries  now  obtain  supplemental  coverage  to  avoid  the 
$736  Part  A  deductible  and  $100  Part  B  deductible.  Few  beneficiaries  who  truly  un- 
derstand that  a  plan  has  a  $5,000  or  $6,000  annual  deductible  are  likely  to  find  it 
attractive.  Many  of  the  chronically  ill  would  be  required  to  pay  this  deauctible  not 
just  once,  but  year  after  year.  Nor  is  it  affordable  for  the  three-fourths  of  medicare 
beneficiaries  with  incomes  below  $25,000.  If  beneficiaries  were  to  experience  a  seri- 
ous illness,  they  could  face  financial  bankruptcy  and  bad  debts  to  providers.  Provid- 
ing financial  protection  for  beneficiaries  was  the  major  rationale  for  creating  medi- 
care. It  should  not  be  abandoned  now. 

Further,  the  experience  with  sale  of  private  MediGap  coverage  to  beneficiaries  is  ^ 
that  without  stringent  safeguards,  marketing  abuses  are  likely.  Confused  or  scared, 
some  beneficiaries  could  take  options  which  are  not  in  their  best  interests — nor 
genuinely  preferred  by  them. 

On  balance,  vouchers  offer  little  in  the  way  of  guarantees  for  continued  protection 
under  medicare.  Further,  the  Federal  Government's  role  in  influencing  the  coiirse 
of  our  Health  Care  System  would  be  substantially  diminished.  For  some,  this  is  a 
major  positive  advantage  of  such  reforms.  But  the  history  of  medicare  is  one  in 
which  the  public  sector  has  often  played  a  positive  role  as  well,  first  insuring  those 
largely  rejected  by  the  private  sector  and  then  leading  the  way  in  many  cost  con- 
tainment efforts.  But  most  troubUng  is  the  likelihood  that  the  principle  of  offering 
a  universal  benefit  afforded  by  social  insurance  would  be  seriously  undermined. 

Financing  Medicare  in  the  21st  Century 

Much  of  the  current  examination  of  medicare  is  precipitated  by  the  impending 
bankruptcy  of  the  Hospital  Insurance  Trust  Fund.  But  rarely  is  it  mentioned  that 
this  bankruptcy  is  a  result  of  financing  hospital,  home  healtn,  and  skilled  nursing 
facility  care  by  a  payroll  tax,  while  using  general  tax  revenues  and  beneficiary  pre- 
miums to  finance  ambulatory  care.  The  payroll  tax  will  always  fall  short  of  covering 
medicare  hospital  and  post-acute  care  outlays — for  the  simple  reason  that  the  num- 
ber of  older  people  is  growing  faster  than  the  number  of  workers  and  health  care 
costs  historically  go  up  faster  than  earnings. 

There  is  no  anal3rtic  reason  why  hospital  and  post-acute  care  benefits  for  the  el- 
derly should  be  financed  by  a  payroll  tax  and  physician  and  other  ambulatory  serv- 
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ices  should  be  financed  by  general  revenues  and  premiums.  Nor  is  there  any  fun- 
damental reason  why  visits  by  a  nurse  to  the  home  should  be  paid  for  by  a  payroll 
tax  while  visits  to  the  home  by  a  physician  should  be  paid  for  by  general  revenues 
and  premiums. 

How  we  choose  to  finance  medicare  benefits  is  a  poUcy  choice,  not  a  given  dictated 
by  history.  Merging  Part  A  and  Part  B  into  a  single  trust  fiind  would  improve  the 
rational  operation  of  the  program,  especially  as  managed  care  grows.  This  creates 
an  opportunity  to  rethink  the  appropriate  sources  of  financing  medicare.  According 
to  the  Congressional  Budget  Office,  the  Hospital  Insurance  Trust  Fund  could  be  sol- 
vent for  an  additional  25  years  if  the  payroll  tax  were  increased  by  an  additional 
0.65  percent  on  both  employers  and  workers  (fi-om  1.45  percent  now).  More  modest 
increases  of,  for  example,  0.15  percent  on  both  employers  and  workers,  would  gen- 
erate about  $10  billion  annually. 

In  the  long-run,  however,  payroll  taxes  may  not  be  the  best  source  of  financing 
medicare.  It  would  be  usefiil  to  have  a  revenue  source  that  grows  automatically  as 
the  population  ages — whether  that  is  greater  reliance  on  general  revenues,  new 
taxes  such  as  consumption  taxes  or  value  added  taxes,  a  health  sector  tax,  or  great- 
er taxes  on  the  elderly  (e.g.,  taxing  the  actuarial  value  of  medicare  or  an  income- 
related  medicare  premium).  Payroll  taxes  can  continue  to  be  a  portion  of  financing, 
but  will  always  generate  periodic  crises  as  medicare  expenditures  outstrip  payroll 
tax  revenues. 

Nor  can  medicare's  long  term  problems  be  solved  by  raising  the  age  of  eligibility 
for  medicare.  Employer  retiree  health  benefits  have  been  dropping  precipitously  in 
the  last  decade.  Today  only  about  one-third  of  retirees  have  such  coverage.  Early 
retirees  between  the  ages  of  55  and  64  are  already  at  risk,  and  those  with  major 
health  problems  find  it  difficult  to  obtain  affordable  coverage,  Consideration 
should  be  given  to  permitting  those  under  age  65  to  purchase  medicare  coverage. 
Subsidies  may  be  required  for  low  and  modest  income  retirees  to  make  such  cov- 
erage affordable.  Raising  the  age  of  medicare  eligibility  would  exacerbate  this  al- 
ready serious  problem. 

Building  on  Medicare's  Strengths 

At  present,  too  little  attention  is  being  focused  on  how  to  improve  the  functioning 
of  the  Medicare  Program,  rather  than  departing  radically  from  its  basic  structure. 
The  goal  should  be  preserving  genuine  choice  for  all  medicare  beneficiaries  to  be 
cared  for  by  physicians  or  a  health  system  of  their  choice  while  guaranteeing  quality 
care  at  a  reasonable  cost  to  beneficiaries  and  to  taxpayers. 

Steps  can  be  taken  in  the  short-term  to:  1)  improve  and  restructure  benefits;  2) 
assure  that  medicaid  is  adequate  to  supplement  medicare  for  poor  and  near-poor 
beneficiaries;  3)  institute  prospective  payment  methods  for  all  medicare  services;  4) 
in  the  managed  care  area,  improve  medicare's  payment  system  for  managed  care 
plans,  set  and  enforce  quality  standards,  provide  standardized  information  to  bene- 
ficiaries, and  manage  an  annual  enrollment  process  with  genuine  choices  for  bene- 
ficiaries; and  5)  analyze  the  merits  of  alternative  sources  of  financing  medicare  over 
the  long  term. 

What  should  be  preserved  is  the  essential  role  that  medicare  plays  in  guarantee- 
ing access  to  health  care  services  and  protecting  from  the  financial  hardship  that 
inadequate  insurance  can  generate  for  our  Nation's  most  vulnerable  elderly  and  dis- 
abled people.  No  American  should  become  destitute  because  of  uncovered  medical 
bills  nor  be  denied  access  to  essential  health  care  services.  Medicare  is  a  model  of 
success.  It  should  not  be  hastily  jettisoned  in  an  ill-conceived  and  short-sighted  ef- 
fort to  obtain  Federal  budgetary  savings.  Instead  a  full  array  of  options  needs  to 
be  carefully  analyzed,  critiqued,  and  debated. 

Thank  you. 


Pamela  Loprest  and  Cori  Uccello,  Uninsured  Older  Adults:  Implications  for  Changing  Medi- 
care Eligibility,  The  Commonwealth  Fund,  January  1997. 
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Chairman  DOMENICI.  Senators  I  think  I  have  on  my  side  put 
down  a  list  that  I  think  meets  the  rules  we  established  before,  ex- 
cept I  would  like  to  know  as  between  Senator  Gramm  and  Senator 
Nickles,  where  did  you  come  out  with  reference  to  my  gaveling? 

Senator  Gramm.  We  were  both  here. 

Chairman  Domenici.  OK.  If  you  were  both  here,  then  you  are 
next.  Senator  Gramm  is  next  after  that.  Senator  Gregg,  you  are 
next;  Senator  Frist,  Senator  Smith,  Senator  Gorton.  You  came 
later.  You  are  last  so  far.  Senator  Abraham,  you  are  last. 

Now,  on  your  side,  you  have  them  so  they  will  know  how  long 
they  have  to  wait. 

Senator  Lautenberg.  It  is  Conrad,  Wyden,  Johnson,  and 
Feingold.  Oh,  I  am  sorry.  I  think  Feingold,  that  puts  you  back  one. 

Chairman  DOMENICI.  Thank  you  very  much.  I  want  to  try  to 
hurry  because  I  think  we  ought  to  give  Senators  that  have  been  pa- 
tient a  chance  here.  But  I  guess  I  am  having  some  difficulty,  Mr. 
Lew,  so  if  you  help  me  here,  let  me  preface  my  remarks. 

Dr.  Wilensky,  do  you  agree  that  if  we  are  going  to  reduce  the  cost 
of  HMOs  in  this  program  that,  instead  of  arbitrarily  coming  up 
with  a  number,  we  ought  to  try  to  build  some  competition  in  and 
have  the  costs  be  reduced  because  of  competition? 

Dr.  Wilensky.  I  do.  I  think  you  have  to  be  very  careful  you  don't 
drive  a  wedge  between  the  fee-for- service  spending  levels  in  a  par- 
ticular area  and  the  HMO  areas.  Basically,  the  GiDvernment  ought 
to  be  neutral  as  to  whether  someone  picks  an  HMO  or  fee-for-serv- 
ice.  You  need  to  make  adjustments  for  the  health  status  that  we 
heard  about,  but  if  you  have  different  prices  for  presumably  the 
same  product  in  the  same  market,  you  are  really  asking  to  blow 
the  market  up. 

Chairman  Domenici.  Let  me  make  a  point  for  the  committee 
members,  if  I  may,  and  even  for  those  who  are  listening  to  our 
hearing.  As  you  probably  know,  we  don't  write  any  bills,  so  what 
we  are  looking  for  is  a  dollar  amount  of  savings  from  a  baseline, 
from  a  starting  point,  that  we  can  put  in  this  budget  and  expect 
the  committee  of  jurisdiction  to  accomplish  legislatively,  either  in 
a  free-standing  bill  or  in  a  mandated  reconciliation  bill. 

Now,  in  a  sense,  that  makes  our  detailed  questioning  about 
plans — some  may  say  it  is  academic,  because  the  Committee  on  Fi- 
nance is  going  to  write  the  reform  package,  not  this  committee. 

Now,  on  the  other  hand,  I  see  it  this  way:  If  we  have  to  put  in 
a  dollar  number  that  we  assume  we  are  going  to  insist  the  savings 
because  of  reform,  we  ought  to  be  confident  that  the  number  we 
put  in  makes  sense  and  that  in  the  achieving  of  it  by  the  commit- 
tee of  jurisdiction,  who  will  have  the  last  shot  with  the  President 
of  the  United  States,  unless  it  is  negotiated  out  somewhere  sepa- 
rately, that  what  we  have  heard  about  the  Administration's  plan 
and  about  other  concepts,  that  the  numbers  makes  sense  and  that 
the  refinement  will  yield  something  significant. 

Now,  having  said  that,  I  just  want  to  talk  about  two  things  in 
your  plan  that  disturb  me.  OK?  HMOs  are  one  in  reference  to  sen- 
ior citizens,  and  let  me  state  some  numbers  for  everybody.  Last 
year  the  President's  6-year  savings  was  $116  billion.  At  one  point 
it  was  said  by  some  to  be  $124  billion.  In  fact,  the  President  might 
have  said  that  at  some  point.  But  what  he  has  done  is  gone  back 
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to  this  $116  billion  number  and  said  if  we  now  go  to  $138  billion, 
we  are  splitting  the  difference  because  what  the  Republicans  want- 
ed was  $158  billion. 

Now,  let's  assume  that  the  $138  billion  is  splitting  the  difference, 
nonetheless.  That  seems  to  me  to  be  a  change  of  $22  billion  from 
where  the  President  was  over  a  6-year  scenario.  Now,  let's  just  look 
at  the  HMO  reimbursement.  We  are  coming  along  and  arbitrarily 
saying,  while  we  want  more  seniors  to  have  a  chance  at  choice — 
and  one  of  those  choices  is  memaged  care  or  professional  kinds  of 
HMOs — we  are  saying,  the  President  is  saying  we  are  going  to  save 
5  percent.  How  many  dollars  is  that  that  you  are  going  to  chalk 
up  for  savings  there? 

Mr.  Lew.  It  is  approximately  $6  billion  over  5  years,  $8  billion 
over  6  years. 

Chairman  DOMENICI.  OK.  So  that  is  $6  bilHon  of  the  $22  billion. 
Mr.  Lew.  It  is  $8  billion. 

Chairman  DOMENICI.  OK,  $8  billion  of  the  $22  biUion.  Now,  how 
much  are  you  going  to  get  from  fraud,  from  the  elimination  of  some 
kinds  of  fraud? 

Mr.  Lew.  The  savings  in  fraud  over  6  years  are  $12  billion. 

Chairman  DoMENici.  OK.  Well  

Mr.  Lew.  Senator,  it  is  difficult  to  add  the  numbers  up  to  reach 
the  $22  billion  because  many  of  the  policies  are  repeated  from  last 
year's  budget.  I  would  walk  through  some  of  the  changes  

Chairman  DOMENICI  [continuing].  Well,  look,  but  the  point  I  am 
trjdng  to  make,  I  just  want  to  make  sure  that  we  try  to  understand 
that  this  $22  billion  add-on  that  you  all  have  accomplished  to  the 
savings,  just  what  it  might  be  looking  at  it  one  way.  Now,  if  there 
is  $12  billion  in  fraud  and  $8  billion  because  you  mandated  a  re- 
duction in  HMOs,  with  one  of  the  Nation's  best  experts.  Dr. 
Wilensky,  saying  it  is  not  a  good  thing,  that  is,  that  90  percent,  you 
have  about  $20  billion  of  the  savings  of  the  22  that  accrues  in  just 
those  two  items.  And  I  v/ould  remind  everyone  on  fraud,  we  al- 
ready passed  an  anti-fraud  measure,  in  case  you  forgot,  in  the 
Kassebaum-Kennedy.  We  had  fraud  changes  that  were  supposed  to 
save  $4  or  $5  billion. 

Now,  let  me  just  move  to  one  other  point.  Let  me  make  sure  I 
understand  what  we  are  going  to  do,  Mr.  Lew,  what  the  President 
is  going  to  do  with  home  health  care.  Am  I  correct  that  in  the  Part 
B  part  of  medicare  senior  citizens  pay  25  percent  of  a  premium  to 
get  the  insurance  coverage  for  Part  B?  And  Part  B  historically 
might  be  said  to  be  everything  except  hospitals.  That  is  one  way 
I  have  found  

Mr.  Lew.  Simplified.  It  is  a  little  more  complicated,  but  that  is 
not  a  bad  simplification. 

[The  following  was  subsequently  supplied  for  the  record  by  Mr. 
Lew:] 

The  $116  billion  to  which  the  question  refers  is  the  Congressional  Budget  Office 
(CBO)  estimate  of  the  savings  from  the  medicare  policies  in  the  President's  1997 
budget.  The  Administration  last  year  estimated  that  these  policies  would  save  $124 
billion  over  6  years. 

The  $138  billion  in  medicare  savings  in  the  1998  budget  is  an  Administration  esti- 
mate based  on  the  0MB  baseline.  Because  they  are  scored  from  two  different  base- 
lines, the  $116  billion  estimate  from  last  year  and  the  $138  billion  estimate  from 
the  President's  budget  now  pending  before  the  Congress  are  not  comparable. 
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However,  the  budget  this  year  does  include  both  policies  to  reduce  medicare  out- 
lays and  new  medicare  benefits  proposals  that  were  not  included  in  the  President's 
1997  budget.  The  1998  budget  includes  poUcies  that  save  more  relative  to  the  budg- 
et last  year,  primarily  in  the  areas  of  managed  care,  home  health  spending,  and  out- 
patient departments.  The  1998  budget  also  includes  additional  medicare  spending, 
mcluding  a  proposal  to  decrease  ("buy  down")  beneficiaries'  excessive  coinsurance  for 
outpatient  services  and  earlier  effective  dates  for  the  same  protective  benefits  that 
were  in  the  1997  budget.  The  net  of  the  additional  savings  and  spending  is  $14  bil- 
Uon  in  additional  deficit  reduction  relative  to  the  1997  oudget,  which  saved  $124 
bilhon  over  6  years  (based  on  Administration  scoring). 

Chairman  DOMENICI.  Now,  they  are  paying  25  percent,  which 
means  the  taxpayer  is  paying  75  percent.  Just  as  an  aside,  inciden- 
tally, the  Administration  is  now  saying  they  are  going  to  freeze  the 
25  percent  and  that  it  would  have  gone  down  under  the  law,  but 
they  are  not  increasing  premiums.  But  when  we  said  we  wanted 
to  keep  it  where  it  was  and  not  let  it  go  down,  we  were  increasing 
premiums. 

Senator  Gramm.  The  President  vetoed  a  bill  that  did  that. 
Chairman  DoMENici.  OK,  just  as  an  aside. 

Now,  sir,  tell  me,  my  staff  informs  me  that  he  believes  that  25 
percent  premium  that  the  seniors  are  not  going  to  pay  for  the  home 
health  care  that  you  have  taken  out  of  B  amounts  

Senator  Nickles.  Out  of  A. 

Chairman  Domenici.  Out  of  A  and  put  it  in  B,  but  it  is  sort  of 
B  with  an  asterisk,  right?  It  is  not  really  B. 

Mr.  Lew.  The  payments  are  out  of  Part  B  under  the  proposal. 
Senator. 

Chairman  DOMENICI.  Who  pays  for  it  then? 

Mr.  Lew.  The  benefits  are  paid  for  out  of  Part  B,  and  Part  B, 
except  to  the  extent  that  there  are  premiums  paid  in,  is  paid  for 
out  of  general  revenue.  That  is  how  the  75  percent  is  paid.  But,  ob- 
viously, in  the  context  of  a  balanced  budget  plan,  it  is  accommo- 
dated in  a  balanced  budget  plan  so  that  it  is  paid  for.  It  is  not  out- 
side of  the  boundaries  of  the  plan. 

Chairman  Domenici.  Of  course,  but  everybody  should  know,  if  it 
is  a  big-ticket  item,  somebody  is  paying  for  it.  Now,  my  staff  tells 
me  it  is  probably  $100  billion  over  10  years. 

Senator  Gregg.  It  was  paid  for  by  wage  earners. 

Chairman  Domenici.  Please? 

Senator  Gregg.  It  was  paid  for  by  wage  earners. 

Chairman  Domenici.  Yes,  paid  for  by  taxpayers,  wage  earners. 

Now,  frankly,  I  think  this  one  here,  where  you  said  there  were 
no  gimmicks,  this  one  is  a  pretty  interesting  one  for  us  to  think 
about.  I  don't  know  what  we  should  call  it,  but  it  is  certainly  a 
rather  significant  breaking  with  precedent  on  Part  A  and  Part  B 
coverage  for  the  senior  citizens. 

Mr.  Lew.  If  I  could  respond.  Senator,  starting  with  the  question 
about  HMOs,  we  would  agree  that  there  is  a  serious  policy  change 
regarding  HMOs,  and  I  think  we  are  all  going  to  be  hearing  a  lot 
fi"om  the  HMO  industry  raising  concerns  about  the  changes.  And 
I  Ustened  to  Dr.  Wilensky's  comments,  and  I  would  reflect  on  them 
in  the  following  way: 

Over  the  last  several  years,  we  have  learned  a  lot  about  HMO 
reimbursement  rates.  When  we  designed  our  policy  last  year,  when 
you  designed  your  poUcy  last  year,  we  both  knew  a  lot  less  about 
what  the  effect  of  the  rates  were. 
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What  we  are  learning  is  that  there  is  an  overpa3rment.  It  is  sub- 
stantial. It  is  more  than  5  percent.  Many  of  the  studies  show  that 
we  could  lower  the  rate  to  the  mid-eighties  and  still  be  fully  com- 
pensating for  the  real  cost  of  HMO  care. 

There  is  a  pattern  of  utilization  which  is  partially  driven  just  by 
the  behavior  of  people  in  the  program  that  HMOs  tend  to  be  more 
attractive  to  the  healthier  of  the  elderly  and  tend  to  be  less  attrac- 
tive to  the  older,  perhaps  because  they  are  used  to  going  to  their 
own  doctors,  perhaps  because  of  fear  of  a  new  system. 

The  conclusion  that  we  reached  was  that  it  would  be  wrong  to 
go  to  the  lowest  possible  reimbursement  rate  that  any  of  the  stud- 
ies indicated,  and  we  did  not  do  that.  We  went  in  the  middle  range. 
It  is  a  little  bit  less  sophisticated  than  a  risk  adjuster  might  be, 
but  I  would  comment  in  terms  of  the  concern  you  have  about  the 
scoreability  of  savings,  it  is  very  scoreable.  It  is  very  clear  what  the 
effect  is. 

I  think  in  terms  of  your  observations  about  the  role  of  the  Budget 
Committee  and  the  concern  you  have  about  not  getting  into  the  de- 
tails, we  would  argue  that  this  reflects  a  very  reasonable  step  in 
terms  of  the  magnitude  of  savings  that  we  could  get  from  HMOs. 
We  think  it  is  the  right  way  to  do  it  but  we  are  certainly  open  to 
discussion  about  ways  to  modify  a  proposal. 

I  think  the  important  thing  is  that  it  is  a  new  policy.  We  didn't 
approach  this  budget  with  a  mechanical  view  that  last  year's  poli- 
cies were  carved  in  stone.  We  did  not  start  out  with  a  goal  to  get  I 
a  number.  We  started  out  trying  to  design  policies  that  would  give 
us  a  Medicare  Program  that  met  our  principles,  and  that  is,  to  as- 
sure that  the  benefits  are  of  high  qusdity  and  that  they  are  avail- 
able and  that  the  beneficiaries  are  protected.  We  feel  that  these  re- 
ductions in  HMOs  are  real,  but  are  consistent  with  those  prin- 
ciples. 

With  regard  to  home  health,  you  know,  there  is  a  long  history 
on  home  health,  as  I  am  sure  you  know.  It  started  out  in  the  Part  j 
B  Program.  It  was  moved  to  the  Part  A  Program.  As  recently  as  | 
the  last  Congress,  the  House  majority  voted  to  shift  it  to  Part  B.  i 

The  question  you  raise  about  premiums  is  a  difficult  one.  We  ac- 
knowledge that  there  are  serious  concerns  about  incentives  for  use 
of  home  health  care.  That  is  why  we  have  prospective  pajmient.  We 
think  it  is  very  important  to  try  to  design  better  mechsmisms  for 
market  price  control  and  for  better  utilization. 

The  problem  with  putting  it  into  the  premium  is  that  the  pre-  I 
mium,  as  you  know,  is  paid  by  all  income  groups.  It  is  paid  by  the  s| 
lowest-income  elderly.  It  is  paid  by  the  highest-income  elderly.  We  } 
frankly  had  a  concern  that  putting  it  into  the  premium  base  would  j 
have  an  adverse  effect  on  people  who  really  couldn't  afford  to  pay  I 
it.  As  far  as  the  balanced  budget  goes,  we  feel  we  have  accommo-  t 
dated  it  in  the  balanced  budget  plan. 

Chairman  DoMENiCl.  But  if  it  were  in  Part  A,  there  would  be 
some  copayment,  and  I  don't  want  to  argue  this  point  any  further,  J 
but  I  think  this  will  be  a  very  interesting  discussion  as  this  legisla- 
tion proceeds.  [ 

I  want  to  wrap  up  my  question  and  my  time  by  saying  this  to  i 
those  who  are  listening.  Actually,  I  think  everybody  on  this  com-  I 
mittee — and  I  am  taking  the  prerogative  of  putting  Democrats  and  I 
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Republicans  in  the  same  boat  here — we  want  to  reform  the  system 
to  make  sure  it  is  solvent.  And  I  think  we  all  kind  of  believe  that 
a  number  between  $500  billion  and  $600  billion  is  the  amount  of 
insolvency,  the  amount  of  money  that  is  going  to  be  in  the  red,  in 
the  next  decade.  I  think  we  can  get  other  people  to  tell  us,  but  that 
is  the  ballpark.  I  think  our  distinguished  new  Senator  from  Illinois 
knows  a  lot  about  this,  and  it  is  a  big  number.  But  we  are  trying 
to  fix  it  so  it  is  around.  We  are  not  trying  to  hurt  anybody.  That 
is  our  goal. 

With  that,  I  yield  to  Senator  Lautenberg. 

Senator  LAUTENBERG.  Thank  you  very  much,  Mr.  Chairman. 

First,  in  response  to  the  fraternal  statement  that  you  just  made, 
I  think  we  would  all  like  to  solve  the  problem.  The  question,  of 
course,  lies  in  the  approach  that  we  take  to  solve  the  problem.  I 
speak  for  myself.  I  can't  speak  for  the  Democratic  Senators.  Each 
one  has  a  point  of  view.  Perhaps  it  is  the  same  and  perhaps  not, 
but  the  fact  is  that  I  would  like  to  solve  the  problem  as  we  preserve 
the  value  of  this  program.  That  is  my  mission.  The  program  is 
pretty  dam  good. 

When  I  look  at  the  costs  for  administration  in  various  health 
care  plans,  including  medicare — and  I  would  ask  Dr.  Freeh  whether 
he  thinks — how  he  feels  about  these  figures.  Medicare's  administra- 
tive costs  are  about  2  percent  of  total  benefits,  9  percent  in  the  case 
of  private  insurers,  and  12  percent  for  HMOs. 

Now,  it  tells  me  one  thing,  that  at  least  there  is  some  semblance 
of  control  in  terms  of  the  administrative  costs.  Would  you  deny  that 
or  challenge  that.  Dr.  Freeh? 

Dr.  Frech.  What  I  think  it  reflects  is  the  fact  that  medicare  is 
the  least  managed  system.  These  other  systems  have  more  man- 
agement. They  have  at  least  some  kind  of  utilization  control,  in  the 
case  of  HMOs,  control  on  panels  and  utilization  control,  and  that 
takes  management.  There  is  a  trade-off  there,  and  medicare  is  very 
lightly  managed.  I  think  that  is  why  the  administrative  costs  are 
so  low. 

Senator  Lautenberg.  That  is  an  interesting  interpretation:  the 
fact  is  that  it  is  poorly  managed;  therefore,  the  administrative  costs 
are  lower. 

I  wonder  what  the  top  guy  in  medicare  gets  in  salary  or  options. 
What  kind  of  stock  options? 

Dr.  WiLENSKY.  If  you  are  talking  about  the  political  appointee, 
it  is  $112,000.  If  you  are  talking  about  the  civil  servants,  it  is  the 
top  of  the  SES,  wliich  is  about  the  same,  plus  the  potential  for  cash 
bonus. 

Senator  Lautenberg.  Ms.  Davis,  did  you  want  to  say  something? 

Ms.  Davis.  Well,  I  think  most  of  the  administrative  cost  goes  for 
either  profit  or  for  commissions  to  salespeople  or  for  advertising 
costs.  And  I  think,  if  anything,  you  have  understated  the  adminis- 
trative costs  in  the  private  sector.  In  my  testimony  on  page  9,^2  I 
point  out  medicare's  administrative  costs  are  2  percent.  In  man- 
aged care  plans,  the  numbers  are  more  like  15  to  20  percent;  in 
small  group  market  plans,  25  percent;  and  in  individual  insurance 
plans,  Hke  the  Medigap  plans,  you  are  up  around  30  to  50  percent. 


12  See  p.  31. 
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Senator  Lautenberg.  Boy,  imagine  if  they  were  really  excel- 
lently managed.  We  could  have  80  percent  administrative  costs. 

I  think  the  Chairman  said  something  interesting  in  some  earlier 
remarks  about  though  we  have  no  legislative — can  we  do  without 
the  side  play  here?  I  would  appreciate  it.  We  have  no  legislative 
authority  in  terms  of  developing  legislation,  but  I  think,  Mr.  Chair- 
man, it  is  fair  to  say  that  this  is  a  forum  that  has  to  be  heard.  We 
are  among  the  first  to  consider  these  things,  and  I  think  it  is  a 
pretty  good  idea  to  just  kind  of  let  it  all  hang  out,  if  I  may  say, 
and  let  the  people  know  vrhat  this  body,  experienced  in  budgetary 
matters  or  at  least  learning  the  experience,  has  to  say  about  the 
plans  as  they  are  being  presented  to  us.  So  I  agree  with  you  that 
we  don't  have  to  hold  back  in  terms  of  the  things  that  we  find  of 
interest  relative  to  the  program. 

One  of  the  things  that  struck  me  is  that  the  alternative  to  the 
problems  that  we  see  constantly  are  referred  to  as  a  competitive 
opportunity.  Well,  I  hear  fi'om  people  in  urban  areas — New  Jersey 
is  one  of  the  most  urbanized  States  in  the  country — that  we  almost 
have  no  place  to  go.  The  private  physician  group  is  almost  non-ex- 
istent in  our  poorest  cities,  huge  cities,  300,000  people,  165,000 
people,  those  are  big  cities  in  my  State.  And  then  I  hear  from  the 
people  in  the  rural  areas  that  they  have  to  travel  so  far  to  find  a 
doctor  or  to  find  a  place  to  get  care  that  the  transportation  is  a  se- 
rious impediment. 

So  it  is  all  well  and  good  to  talk  about  the  competition,  but  if  it 
is  not  available — and,  you  know,  Dr.  Freeh,  you  talked  about  the 
fact  that  this  program  was  kind  of  outdated  from  almost  the  mo- 
ment it  was  founded. 

Dr.  Frech.  That  is  correct. 

Senator  Lautenberg.  I  guess  that  would  come  as  a  surprise  to 
a  lot  of  people  who  are  feeling  pretty  good  and  whose  health  is  bet- 
ter, and  a  program  that  has  not  bankrupted  this  society  of  ours. 
If  one  wamts  to  look  at  expense  categories,  I  think  we  would  have 
to  look  at  places  like  subsidies  in  lots  of  industries,  some  of  them 
in  the  West.  This  is  not  to  pick  on  my  friends  in  the  West  at  all, 
but  plenty  of  places  where  we  spend  a  lot  of  money,  including  open 
pocketbooks  for  defense. 

This  one  is  something  that  people  feel  across  the  country,  and  I 
am  stunned.  Dr.  Frech,  to  hear  you  say  that  the  elderly  can  often 
afford  to  pay  more  than  the  working  people  in  the  country.  I  can 
tell  you  this.  If  you  want  to  talk  to  elderly  people  and  ask  them 
how  they  feel  in  their  declining  years  about  Mr.  or  Mrs.  going  into 
long-term  health  problem  with  Alzheimer's  or  cerebral  palsy  or 
some  other  condition,  or  Parkinson's  like  my  mother  had,  how  se- 
cure they  feel  about  the  savings  they  have  accumulated  after  50 
years  or  40  years  of  work  and  willing  to  pay  more  for  their  health 
care  costs.  Don't  the  younger  people  have  a  chance  to  recover  the 
costs  that  they  have  incurred  as  a  result  of  having  spent  money  on 
insurance  premiums  or  health  care?  The  elderly  do  not  typically 
have  that  advantage. 

Would  you  want  to  explain  that  any  further?  Tell  me  why  it  is 
that  you  think  that  people,  75  percent  of  whom  have  $25,000-a- 
year  incomes,  can  afford  health  care  better  than  the  average  work- 
ing person. 
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Dr.  Frech.  Well,  it  is  not  that  they  can  afford  health  care  better. 
It  is  that  they  can  afford  cost  sharing  better,  especially  at  a  ration- 
ally designed,  right-side-up  plan,  that  had  a  stop  loss  or  something 
like  that.  So  that  the  amount  they  had  to  pay  out  of  pocket  was 
limited  and  had  cost  sharing  at  the  beginning,  and  then  had  a  limit 
at  the  top,  like  modem  health  insurance,  not  like  medicare. 

Senator  Lautenberg.  How  does  that  differ  from  health  care 
costs  so  much? 

Ms.  Davis.  I  think  if  we  look  at  what  the  elderly  are  really  pay- 
ing, I  think  you  have  to  ask  yourself  how  much  more  can  they  pay. 
Twenty-one  percent  of  income  is  a  lot  of  money;  $2,600  a  person 
is  a  lot  of  money.  Any  increase  in  cost  sharing  hits  that  group  who 
are  the  sickest,  and  they  are  already  paying  $8,800  a  person  out 
of  pocket  for  health  care  expenses.  I  think  we  are  beyond  the  outer 
limit  of  what  the  elderly  can  afford  for  health  care  as  a  group,  and 
particularly  for  the  sub-groups  like  low-income  and  very  sick  bene- 
ficiaries. 

Dr.  Frech.  I  think  what  Keren  just  said  is  mixing  apples  and  or- 
anges, and  it  is  a  very  important  distinction.  The  premiimis  paid 
for  Medigap  and  for  Part  B  are  completely  different  from  cost  shar- 
ing. They  are  not  cost  sharing.  I  would  like  to  see  resources  shifted 
so  that  those  premiums  go  down  and  cost  sharing  go  up.  Cost  shar- 
ing means  paying  at  the  point  of  service.  It  induces  cost  conscious- 
ness on  the  side  of  the  provider  and  the  consumer.  Paying  pre- 
miums to  anybody,  including  medicare,  is  not  cost  sharing.  Paying 
premiums  has  little  pro-efficiency  effect,  while  cost  sharing  has  a 
large  effect. 

Also,  I  would  strongly  recommend  a  stop  loss,  out-of-pocket  limit, 
so  that  we  have  more  cost  sharing  for  most  of  the  beneficiaries 
most  of  the  time  and  less  cost  sharing  for  the  big  hits,  for  cata- 
strophic type  problems. 

Senator  Lautenberg.  And  the  stop-gap,  what  would  you  imagine 
it  might  be,  something  that  prevents  impoverishment?  What  kind 
of  a  character  would  you  put  on  what  constitutes  a  proper  stop- 
gap? 

Dr.  Frech.  Well,  stop  loss  is  the  term  they  use  in  insurance,  and 
what  that  means  is  after  you  have  paid  a  certain  amount  out  of 
pocket  for  a  given  time  period,  say  $2,500  a  year  for  a  couple  or 
something  Uke  that,  after  that  the  insurance  pays  100  percent.  A 
stop  loss  provides  excellent  catastrophic  type  coverage. 

Senator  Lautenberg.  And  that  is  regardless  of  income  or  re- 
source. 

Dr.  Frech.  Yes,  in  the  private  market.  Obviously,  you  could 
make  it  income-related  for  medicare,  and  that  would  be  easy  to  do 
and  that  would  be  sensible.  In  fact,  coordinating  a  stop  loss  with 
medicaid  would  also  make  sense.  But  the  important  issue  is  to 
have  right-side-up  insurance  that  covers  the  catastrophic  events 
well,  and  has  more  cost  sharing  at  the  lower  levels  of  spending. 

Senator  Lautenberg.  I  want  to  ask  Ms.  Davis  a  question.  There 
has  been  a  lot  of  criticism  leveled  here  at  the  shift  from  Part  A  to 
Part  B.  My  understanding  is  that  this  proposal  first  surfaced  in  the 
Republican  majority  House-passed  Reconcihation  Bill  of  1995.  It 
was  replaced  in  conference  by  a  Senate  proposal  to  shift  increased 
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premium  costs  from  Part  B  into  the  trust  fund.  Dr.  Davis,  is  my 
memory  correct  on  this? 

Ms.  Davis.  Well,  I  am  sure  your  legislative  history  is  better  than 
mine,  so  I  will  accept  that.  But  I  think  the  main  point  is  analjd:- 
ically  does  it  make  sense.  Right  now  if  a  physician  goes  to  a  pa- 
tient's home,  that  is  a  Part  B  service  covered  by  general  revenues 
and  premiums.  If  a  nurse  goes  to  a  patient's  home,  that  is  a  Part 
A  service  paid  by  payroll  tax. 

Home  health  care  is  basically  an  ambulatory  benefit.  So  if  you 
want  to  logically  put  it  where  it  belongs,  in  my  view  it  belongs  in 
Part  B  and  I  actually  would  put  all  of  it  there  rather  than  putting 
100  visits  post-hospitalization  in  A  and  the  rest  there.  But  it  is  ba- 
sically a  policy  choice,  and  there  is  no  particular  reason  why  it  be- 
longs in  A.  It  is  what  facilitates  good  policy.  And  I  think  thinking 
about  it  as  ambulatory  care,  as  a  support  in  the  community,  means 
that  it  ought  to  be  in  Part  B. 

Senator  Lautenberg.  Yes,  but  the  point  I  wanted  to  make  is 
that  it  was — the  House  had  recommended  this  as  part  of  their  Rec- 
onciliation Bill  2  years  ago. 

Thank  you  very  much. 

Chairman  Domenici.  Thank  you  very  much. 

Senator  Nickles? 

Senator  Nickles.  Mr.  Chairman,  thank  you  very  much.  I  want 
to  compliment  you  for  the  hearing  and  also  for  our  witnesses.  I 
have  been  in  a  lot  of  health  hearings,  both  in  this  committee  and 
the  finaince  committee,  and  this  is  one  of  the  best  that  we've  had. 
Particularly,  Dr.  Wilensky,  and  also  Dr.  Freeh,  your  statements 
were  excellent  and  you  had  some  good  recommendations  and  some 
good  solutions. 

Mr.  Lew,  I  want  to  talk  to  you  a  little  bit.  First,  Mr.  Lew,  I  want 
to  surprise  you.  I  want  to  tell  you,  several  of  your  proposals,  part 
of  them  I  think  make  good  sense.  Prospective  payment  for  home 
health  I  think  makes  good  sense.  Prospective  payment  for  skilled 
nursing  facilities  makes  good  sense.  We  had  money  in,  $10  billion 
in,  for  academic  centers  that  was  in  our  last  package  as  well,  so, 
it  would  be  hard  to  go  back  on  that. 

But  I  am  going  to  have  to  come  down  a  little  hard  on  your  state- 
ment that  you  would  make  HI  funds  solvent  for  the  year  2006.  Was 
that  your  statement? 

Mr.  Lew.  Actually,  just  to  the  year  2007  is  

Senator  Nickles.  Well,  let  me  just  take  a  little  issue  with  that. 
You  said  you  wanted  to  make  this  HI  fund  solvent  for  10  years.  I 
would  imagine  that  everybody  on  this  panel  would  agree  with  that 
goal,  that  objective.  We  should  keep  it  solvent  for  10  years. 

I  think  you  may  have  made  it  solvent  for  maybe  an  additional 
2  years.  You  have  an  additional  $138  billion  in  proposed  savings. 
I  am  going  to  leave  out  home  health — I  don't  give  you  credit  for 
that,  and  we  will  talk  about  that  in  just  a  moment — but  leaving  out 
home  health,  the  $138  billion  according  to  the  Medicare  Part  A 
Trustees  Report  that  would  keep  it  solvent  to  the  year  2002,  just 
barely,  through  the  year  2002. 

So,  2002 — this  is  1997 — that  is  5  years,  that  is  not  10  years. 

Senator  Gramm.  That  is  1998. 
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Senator  Nickles.  Well,  that  is  5  years  from  now,  that  is  not  10 
years  from  now.  Am  I  correct? 

Mr.  Lew.  Yes,  Senator.  But  in  terms  of  the  basis  for  our  state- 
ment that  it  would  take  the  trust  fund  into  2007,  we  based  our 
analysis  on  the  Office  of  the  Actuary  at  HCFA,  which  is  the  author- 
itative agency  for  scoring  these  issues. 

Senator  Nickles.  Well,  let  me  just  touch — I  am  not  familiar  with 
the  figures  you  have,  but  I  am  going  by  the  Medicare  Trustees  Re- 
port that  says  there  is  a  deficiency  by  the  year  2002  of  $138  billion. 
It  just  happens  to  be  the  same  number  that  you  came  up  with. 
And,  so,  according  to  the  medicare  trustees,  leaving  out  home 
health,  you  would  get  through  the  year  2002,  not  the  year  2007 
and  I  am  just  using  their  report. 

Mr.  Lew.  Senator,  I  have  not  looked  at  the  numbers  breaking  out 
the  effect  of  home  health,  so,  I  can't  address  that  directly. 

Senator  Nickles.  Tm  going  to  move  to  home  health  in  just  a 
minute.  But  let  me  give  you  another  little  report  that  we  pay  atten- 
tion to  and  that  is  the  Congressional  Budget  Office.  You  have 
heard  of  that  group.  They  say  there  is  a  shortage  by  the  year  2007, 
10  years  from  now,  of  $556.3  billion.  You  came  up  with  $138  billion 
through  the  year  2002.  I  don't  know  how  much  you  would  get 
through  the  year  

Mr.  Lew.  That  is  through  2003.  That  is  6  years. 

Senator  Nickles  [continuing].  OK.  Through  the  year  2003,  and 
according  to  CBO,  then  that  would  keep  you  solvent  through  the 
year  2003.  So,  they  are  getting  better  scoring,  incidentally  I  will 
tell  you,  than  the  trustees  of  the  Medicare  Fund,  three  of  which  are 
cabinet  officigds. 

Mr.  Lew.  Senator,  if  I  could  respond?  The  question  of  how  long 
the  trust  fund  lasts,  it  is  very  difficult  to  do  the  arithmetic.  I  know 
I  am  not  able  to  do  it  on  the  back  of  an  envelope. 

A  lot  has  to  do  with  where  the  savings  are,  when  they  occur,  and 
frankly,  I  know  of  no  way  other  than  having  the  actuaries  do  a  full 
analysis  of  the  plan  to  know.  And  that  is  why  we  base  our  auialysis 
on  tneir  memorandum  which  we  released  yesterday  that  says  it 
gets  to  2007. 

Senator  Nickles.  Well,  I  find  you  far  short.  My  point  is  that  I 
think  you  are  keeping  the  trust  fund — my  little  analysis  is  that  you 
may  keep  the  trust  fund,  extend  the  health  of  the  trust  fiind  before 
it  goes  insolvent  maybe  through  the  year  2002,  not  the  year  2007. 
And  I  push  numbers  back  aind  forth,  too,  so,  I  make  that  point. 

Because  I  don't  give  you  credit  for  home  health.  I  think  your 
health — and  I  notice  that  the  Secretary  of  HHS  said  that  your  pro- 
posal had  no  gimmicks.  Moving  home  health  away  from  A  into  B, 
where  it's  100  percent  paid  for  by  taxpayers,  no  cost  sharing  and 
no  copayments  on  insurance,  is  a  sham.  It's  a  shell  game. 

You  are  basically  taking  the  fastest  growing  part  of  medicare  and 
moving  it  over  into  a  general  revenue  fiind.  You  don't  need  to  have 
it  under  medicare,  you  might  as  well  have  it  under  just  HHS  dis- 
cretionary spending  or  something.  But  it  is  100  percent  paid  for  by 
taxpayers. 

You  do  not  have  any  other  medicare  funds.  All  other  medicare 
funds  have  been  paid  for  by  pajn-oU  taxes  or  they  have  been  paid 
for  under  Part  B  which  is  part  subsidized  by  premiums  and  part 
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subsidized,  three-fourths,  by  taxpayers.  You  are  saying  you  want 
home  health  care  paid  100  percent  by  taxpayers.  No  payment  on 
payroll  taxes,  no  payment  under  the  insurance,  that's  a  real  shell 
game.  And  that  is  the  only  way  you  could  get  your  extended  sol- 
vency for  more  than  2  years. 

You  came  up  in  your  proposal— leave  the  shell  game  out  on  home 
health,  you  leave  that  shell  game  out — what  you  have  done  is 
maybe  extended  the  solvency  to  the  year  2002,  possibly  2003,  but 
certainly  not  to  the  year  2007  and  that's  woefully  short. 

Mr.  Lew.  Senator,  if  I  can  respond  on  the  question  of  the  Part 
A  Trust  Fund.  There  can  be  disagreement  on  policy  groimds  as  to 
where  the  home  health  benefits  should  be,  whether  it  should  be  in 
Part  A  and  Part  B.  But  both  the  actuaries  at  HCFA  and  CBO 
agree  that  if  a  shift  occurs  then  the  Part  A  Trust  Fund  will  last 
until  2007  or  longer.  So,  we  can  discuss  the  merits  of  the  policy  but 
the  effect  on  the  trust  fiind  is  quite  clear  that  it  doesn't  

Senator  Nickles.  Well,  let  me  correct.  Let's  say,  well,  we  are 
going  to  take  all  the  big  hospitals  out  of  Part  A  and  we  are  going 
to  have  that  paid  for  by  general  revenues.  Yes,  you  would  extend 
the  trust  fund.  But  you  have  not  solved  the  budget  problem,  you 
have  not  solved  the  dilemma. 

Let  me  just  touch  on  home  health  care.  It  is  the  fastest  growing 
component  of  medicare.  In  1990,  it  cost  less  than  $4  billion;  in 
1995,  it  cost  $16  bilHon.  I  don't  have  the  figure  yet  for  1997.  It  is 
exploding  in  costs  and  as  a  matter  of  fact  that  is  a  400  percent  in- 
crease between  1990  and  1995.  And,  so,  you  are  taking  this  very 
fast  component  that  is  a  big  part  of  the  problem — I  understand 
that — and  saying,  well,  we  just  want  to  pay  for  that,  100  percent, 
out  of  general  revenues.  And,  therefore,  now  say  that  you  have  bal- 
anced or  extended  the  trust  fund  is  a  real  gimmick.  It's  a  real  shell 
game. 

Mr.  Lew.  Senator,  if  I  may  respond?  The  question  of  100  percent 
funding,  everything  that  is  in  Part  B  is  75  percent  general  revenue 
funded.  So,  the  difference— I  think  Senator  Domenici's  question 
about  

Senator  NiCKLES.  So,  you  want  this  funded  100  percent? 
Mr.  Lew.  Well,  our  proposal  is  to  put  it  into  the  Part  B  Program. 
Senator  Nickles.  But  have  it  paid  for  by  taxpayers  100  percent, 
100  percent  paid  for,  no  payments,  no  cost  share? 

Mr.  Lew.  We  are  very  concerned  that  including  it  in  

Senator  Nickles.  Am  I  right? 

Mr.  Lew  [continuing].  We  are  not  including  it  in  the  premium, 
that's  correct.  But  the  question  about  our  policy  changes  in  the 
area  of  home  health  care,  we  will  be  

Senator  Nickles.  Oh,  I  agree  with  you  as  far  as  prospective  pay- 
ment for  home  health  care.  I  will  compliment  you  on  that.  But  I 
think  to  take  it  out  of  the  medicare  budget  which  is  what  you  are 
doing  in  effect  is  grossly  irresponsible  and  it  doesn't  fix  it.  That  is 
a  sham,  that  is  a  gimmick. 

Mr.  Lew.  If  I  may.  Senator,  the  attempt  to  try  and  impose  some 
discipline  on  the  program  through  the  prospective  payment  I  think 
is  a  response  to  the  concern  you  have  that  the  program  is  growing 
too  fast.  The  fact  that  we  differ  on  whether  or  not  it  should  be  sub- 
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jected  to  the  25  percent  premium,  I  would  argue  is  a  relatively 
small  part  of  the  total  policy. 

Senator  Nickles.  No;  my  biggest  objection  

Mr.  Lew.  We  think  putting  it  into  Part  B  is  the  right  place  for 
it  to  be  because  as  we  have  heard  from  other  witnesses,  it  is  appro- 
priately an  ambulatory  benefit. 

Senator  Nickles.  I  have  tried  to  make  my  point.  We  are  going 
to  have  to  work  together  to  save  the  system  but  I  don't  think  this 
shell  game  is  going  to  be  supported. 

Chairman  DOMENICI.  Let  me  say — and  this  is  directed  at  no 
one — but  actually  we  want  to  make  sure  that  we  are  appreciative 
of  Mr.  Lew's  coming  up  here.  He  didn't  make  the  policy.  He  came 
down  here  to  report  on  it  and  I  think  if  we  just  conduct  ourselves 
very  careftilly  in  that  regard  it  would  be  appreciated  by  the  White 
House  and  I  would  appreciate  it  as  your  Chairman. 
ThEink  you. 

Senator  Conrad.  I  thank  the  Chairman. 

I  want  to  add  my  word  of  thanks  to  the  Chairman  and  the  rank- 
ing member  for  this  hearing.  I  think  this  is  really  an  excellent 
panel  of  witnesses  and  I  include  all  of  the  witnesses  here.  I  think 
you  have  been  very  direct  with  us  and  enlightening. 

First  of  all,  I  would  like  to  mention  the  question  of  whether  home 
health  transfer  is  a  gimmick  or  not.  We  have  got  a  lot  of  heat  shed 
on  it  this  morning,  I'm  not  sure  much  light. 

Frankly,  I  don't  see  this  as  much  of  a  gimmick.  If  we  go  back  to 
prior  to  1980,  home  health  was  financed  in  Part  B.  The  House  Re- 
publicans proposed  themselves,  in  the  mid-1980's,  that  there  be  a 
transfer  to  Part  B.  That  was  a  Republican  proposal. 

So,  if  we  look  at  the  actual  rationale,  which  is  what  I  had  hoped 
we  would  focus  on,  the  whole  rationale  of  Part  A  has  been  to  cover 
acute  care  and  immediate  post-acute  care.  That  has  been  the  ra- 
tionale of  Part  A. 

I  think  it  is  pretty  hard  to  argue  after  100  visits  that  it  is  acute 
care  or  immediate  past  acute  care.  There  is  a  rationale  here  for 
moving  at  that  point  over  into  Part  B.  That's  not  some  far-fetched 
proposal. 

Now,  with  that  said,  frankly,  I  think  the  questionable  part  of  this 
I    policy  has  almost  been  missed  here  today.  And  then  as  I  would  say 
to  the  Administration,  shifting  it  over  to  Part  B  but  then  not  count- 
ing it  as  a  Part  B  benefit  for  the  purpose  of  calculating  Part  B  pre- 
miums, I  think  does  raise  a  question. 

I  think  we  have  missed  the  point  here  this  morning.  I  don't  think 
the  shift  is  the  question.  I  think  shifting  it  to  Part  B  but  then  not 
including  it  in  Part  B  for  the  purposes  of  calculating  the  premium 
is  a  legitimate  question.  I  would  ask  Mr.  Lew  why  has  that  been 
done? 

Mr.  Lew.  Senator,  the  issue  is  a  very  real  one  and  we  have 
looked  at  it  and  our  concern  is  that  putting  it  in  the  premium 
would  affect  the  premium  quite  substantially.  And,  as  you  know, 
the  premium  is  the  same  for  all  beneficiaries  regardless  of  income. 

And  the  concern  is  that  it  would,  in  fact,  increase  the  premium 
more  than  it  would  be  appropriate  to  for  all  beneficiaries.  We  have 
chosen  to  try  to  get  cost  containment  built  into  the  system  through 
prospective  payment.  We  are  very  concerned,  as  you  are,  about  the 
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growth  of  the  program  and  would  want  to  work  together  on  policies 
that  create  proper  incentives  there. 

The  concern  on  the  premium,  frankly,  was  the  distribution  of  the 
burden  of  paying  that  premium  if  it  were  equal  across  all  bene- 
ficiaries. 

Senator  Conrad.  All  right,  I  thank  you  for  that  answer. 

Dr.  Wilensky,  at  one  point  you  said — and  I  think  perhaps  you 
misstated  yourself— you  said,  we  would  have  to  cut  spending  on 
Part  A  in  half,  and  I  think  you  may  have  meant  to  say  that  we 
would  have  to  cut  the  growth  in  Part  A  in  half.  I  think  we  might 
want  to  clarify  that  before  it  goes  out  of  this  room  that  we  would 
have  to  cut  Part  A  in  half.  It's  the  growth  of  Part  A  in  half 

Dr.  Wilensky.  It  is  4.3  percent  per  year,  but  you  are  correct,  it 
was  the  growth  rate. 

Senator  Conrad.  Right.  Let  me  ask  you.  Dr.  Davis  has  indicated 
that  she  is  concerned  that  your  proposal  on  vouchers  would  shift 
all  of  the  risk  of  increases  to  the  beneficiaries.  How  do  you  respond 
to  that? 

Dr.  Wilensky.  I  don't  know  that  I  would  call  it  a  voucher  pro- 
gram. That  term  carries  a  lot  of  baggage  from  the  1980's  but  it  cer- 
tainly is  a  kissing  cousin  of  that  intellectual  concept:  that  is  having 
the  government  pay  a  fixed  amount  adjusted  for  age,  sex,  and 
health  risk  status  and  letting  people  choose  the  kind  of  program 
that  makes  sense  to  them,  which  I  think  is  a  more  sensible  pro- 
gram. 

We  have  heard,  you've  heard  in  the  last  couple  of  years,  concerns 
that  HMOs  are  being  over  paid  in  the  aggregate.  Most  of  the  stud- 
ies, and  Mr.  Lew  also  raised  this,  look  at  the  year  before  somebody 
joins  an  HMO.  It  is  clear  that  in  the  first  year  that  someone  is  part 
of  an  HMO,  the  HMO  is  being  paid  too  much,  at  least  in  the  aggre- 
gate. 

There  is  very  little  information  about  what  happens  as  people 
age  into  HMOs — only  4  percent  of  the  HMO  population  drops  out 
of  HMOs  to  go  back  to  fee-for-service  medicare — this  means  the 
same  kind  of  overpayment  may  not  be  occurring  over  time.  In  fact, 
there's  a  lot  of  reason  to  believe  it  may  well  not  be,  which  is  why 
I  have  been  concerned  about  the  Administration's  proposal. 

Adjusting  capitation  payments  for  health  risk — especially  an  ad- 
justment for  the  10  percent  of  the  population  that  uses  most  of  the 
money,  (which  is  true  for  the  non-aged  population  as  well)  is  criti- 
cal. We  don't  have  to  make  the  adjustment  perfect.  We  can  do  it 
after  the  fact,  looking  at  diagnoses  but  if  we  can't  figure  out  how 
to  do  that  something,  it's  not  just  "my  voucher  program"  that  has 
a  problem,  it's  any  choice  that  seniors  might  be  offered  has  a  prob- 
lem. We  have  got  to  learn  how  to  do  this. 

I  don't  propose  just  giving  seniors  money  and  sajdng,  go  spend 
it  on  health  care.  I  think  a  structured  program  like  the  Federal 
Employees  Health  Care  Plan,  where  the  government  has  important 
monitoring  and  oversight  roles,  is  a  good  model  where  one  of  the 
offerings  can  and  will,  I'm  sure,  be  traditional  medicare — is  a  very 
different  model. 

If  you  don't  adjust  for  age  and  health  risk  and  just  provide  the 
$5,000  or  $5,200  per  person  that  medicare  spends  as  the  flat 
amount  of  a  voucher,  you  will  cause  great  damage.  If  adjustments 
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are  made  for  age,  sex  and  region  of  the  country,  you  account  for 
half  of  the  variation  in  risk.  If  you  adjust  for  more  than  that,  then 
there  may  not  be  as  much  of  a  problem. 

Senator  Conrad.  Let  me  ask  Dr.  Davis,  how  would  you  respond 
to  that?  What  is  the  problem  that  you  detect  in  what  Dr.  Wilensky 
is  proposing? 

Ms.  Davis.  Currently  medicare  pays  HMOs  in  a  certain  way,  it's 
complicated.  But  that  payment  is  payment  in  full.  The  HMO  can- 
not charge  the  beneficiary  on  top  of  that  amount. 

So,  when  you  talk  about  a  voucher  proposal,  many  times  what 
is  embedded  in  that  and  what  was  in  the  Congressional  proposal 
last  year  was  to  let  HMOs  charge  on  top  of  what  medicare  pays. 
So,  over  time  as  you  constrain  what  you  are  paying  HMOs  but  you 
let  them  charge  whatever  they  like,  beneficiaries  are  financially  at 
risk  for  the  difference. 

So,  I  think  you  have  to  watch  out  for  that  and  the  government 
has  to  use  its  clout  as  a  major  purchaser  to  set  a  fair  rate  and  then 
hold  the  HMOs  to  that. 

I  think  all  of  us,  certainly  Dr.  Wilensky  and  I,  agree  that  the  cur- 
rent pa)anent  rate  is  too  high.  The  studies  show  that.  The  Physi- 
cian Payment  Review  Commission  studies  show  healthier  people  go 
in,  sicker  people  dis-enroU  and  the  people  dis-enrolling  are  60  per- 
cent more  expensive  than  the  typical  medicare  beneficiaries. 

Senator  Conrad.  So,  how  do  we  address  that?  How  would  you 
solve  this  problem? 

Ms.  Davis.  I  certainly  think  the  Administration's  proposal  of  just 
doing  a  first-time  cut  to  something  like  90  percent  of  the  fee-for- 
service  rate  is  an  important  short-term  step. 

It  is  clear  we  are  over-paying  the  HMOs,  that's  why  they  are 
going  out  there  advertising,  offering  extra  benefits.  They  know  they 
are  getting  healthier  patients  and  you  remember  on  my  chart  how 
little  it  costs  you  if  you  get  somebody  who  is  really  healthy. 

So,  we  are  over-paying.  If  you  need  budget  savings,  it's  the  obvi- 
ous place  to  start. 

Beyond  that  there  are  important  reforms  that  need  to  be  made. 
Certainly  I  think  the  notion  that  Dr.  Wilensky  has  of  maybe  paying 
less  for  new  enroUees  is  perhaps  an  idea  worth  looking  at.  Trying 
to  put  some  better  measures  of  health  status  in  there,  chronic  con- 
ditions like  heart  disease,  stroke,  hypertension,  makes  sense. 

So,  in  the  long-term  we  have  got  to  do  that.  The  problem  is  there 
are  some  short-term  fixes.  The  short-term  fix  is  just  to  reduce  the 
rate  to  90  percent,  so  that  it  is  really  neutral  with  fee-for-service 
which  is  what  Dr.  Wilensky  said  we  should  be  going  for. 

Senator  Conrad.  My  time  is  up.  I  appreciate  it. 

Chairman  Domenici.  Did  you  want  to  comment? 

Dr.  Wilensky.  As  I  understand  fi-om  the  reports  in  the  paper, 
the  Administration  is  only  proposing  this  reduction  to  take  place  in 
the  year  2000.  If  the  Administration  is  going  to  wait  3  years,  why 
doesn't  it  do  something  that  makes  more  sense,  as  opposed  to  guar- 
anteeing that  HMOs  will  go  out  and  look  for  healthy  people.  My 
concern  is  whatever  problems  we  have  had  in  the  past  will  be  guar- 
anteed to  occur  in  the  future. 

Mr.  Lew.  Senator,  if  I  may  respond.  The  effective  date  for  the 
provision  was  deliberately  chosen  as  being  somewhat  out  in  the  fii- 
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ture  because  this  is  an  area  where  literally  each  month  we  learn 
more  about  it.  We  know  an  awful  lot  more  now  than  we  did  a  year 
ago.  And  it  is  going  to  take  some  time  to  design  the  policy  so  that 
it  has  the  effect  that  we  all,  I  think,  agree  that  it  should  have. 

I  think  it's  probably  a  little  ambitious  to  have  the  full-blown  kind 
of  risk  adjustment  system  in  place  for  the  first  implementation  of 
this  kind  of  an  adjustment.  And  we  think  the  90  percent  is  the 
right  level  but  I  think  there  is  a  general  agreement  that  we  need 
to  do  this  in  a  way  that  it  will  not  have  an  adverse  effect. 

Chairman  Domenici.  Senator  Gramm? 

Senator  Gramm.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  I  guess  my  concern  about  this  issue  is  that  we 
are  not  telling  the  American  people  the  truth.  The  estimates  are 
that  in  order  to  maintain  solvency  of  medicare  for  the  next  10 
years,  we  would  have  to  achieve  $556  billion  worth  of  savings.  You 
are  not  going  to  achieve  a  third  of  that  and  let  me  also  say  that 
no  proposal  made  by  Republicans  could  achieve  half  of  it. 

We  are  in  the  easy  part  of  this  problem.  Only  200,000  Americans 
are  going  to  turn  65  this  year.  Fifteen  years  from  today  1.6  million 
people  are  going  to  turn  65. 

I  know  you  are  up  here  doing  your  job  but  I  would  have  to  say, 
especially  in  light  of  the  fact,  Mr.  Chairman,  that  so  many  of  us 
tried  to  say  something  positive  when  we  initially  got  the  Presi- 
dent's proposal,  the  President  ought  to  be  ashamed  of  this  proposal. 

This  is  a  proposal  that  says  I  am  content  to  deceive  the  American 
people.  This  is  a  proposal  that  says  we  are  not  going  to  deal  with 
medicare,  and  it  is  basically  a  commitment  to  do  what  Ms.  Davis' 
proposal  or  at  least  her  testimony  suggests  and  that  is  raise  the 
payroll  tax  by  a  whopping  40  percent. 

I  think  that  is  not  what  people  are  being  told  here.  And  I  just 
want  to  say  as  chairman  of  the  Medicare  Subcommittee  in  Finance, 
there  is  not  a  chance  in  the  world  that  we  are  going  to  take  the 
fastest  growing  part  of  the  Part  A  problem  and  put  it  under  Part 
B  financing  and  yet  not  treat  it  as  part  of  the  Part  B  Program. 
Completely  beyond  the  range  of  possibility. 

Second,  we  have  got  to  start  telling  people  the  truth.  Eight  years 
from  now  we  are  going  to  have  a  single,  1-year  shortfall  in  medi- 
care of  $105  billion.  Many  people  sitting  around  this  table  are 
going  to  be  here.  And  I  want  to  make  one  thing  clear,  I  want  people 
to  know  now  what  the  problem  is  because  I  don't  want  to  be  doing 
then  what  many  people  were  forced  to  do  on  the  S&L  crisis,  and 
that  is  talk  about  the  crisis  after  the  fact  but  not  do  anything  about 
it  when  it  was  building. 

Now,  let  me  make  this  point.  When  we  proposed,  as  Republicans, 
to  freeze  the  Part  B  premium  at  31.5  percent,  the  President  called 
it  a  massive  tax  increase  on  the  elderly  and  vetoed  the  bill  that 
simply  maintained  the  status  quo.  He  let  the  Part  B  premium  be 
cut  at  a  period  when  medicare  is  going  broke  as  fast  as  it  could  go 
broke. 

Now,  here  he  is  doing  the  same  policy  and  we  are  not  going  to 
attack  it.  We  are  not  going  to  play  that  politics  because  we  are  not 
as  shameless  as  you  are.  I  intend  to  support  this  policy  and  quite 
frankly  I  think  it  is  outrageous  that  you  played  politics  2  years  ago 
with  a  policy  that  you  are  proposing  today. 
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Now,  let  me  ask  you  a  couple  of  questions. 
Mr.  Lew.  May  I  respond? 

Senator  Gramm.  No;  I  haven't  asked  a  question,  let  me  ask  two 
questions. 

Number  one,  do  you  even  have  to  join  Part  B,  since  if  s  a  vol- 
untary program?  If  I  am  a  potential  beneficiary  of  home  health 
care,  do  I  even  have  to  join  Part  B  to  get  the  benefit? 

Mr.  Lew.  In  fact.  Part  B  is  voluntary  but  it's  virtually  

Senator  Gramm.  No;  answer  my  question.  Do  I  even  have  to  join 
Part  B  to  get  this  Part  B  benefit,  yes  or  no? 

Mr.  Lew.  One  has  to  be  participating  in  Part  B  to  get  Part  B 
benefits. 

Senator  Gramm.  No,  I  know.  Do  you  have  to  join  Part  B  and  pay 
any  payment  to  get  this  new  Part  B  benefit  that  you're  providing? 
Yes  or  no? 

Mr.  Lew.  I'm  not  sure  I  understand  your  question. 
Senator  Gramm.  OK 

Mr.  Lew.  If  you  are  in  Part  B,  you  are  in  Part  B. 

Senator  Gramm.  The  point  is,  I'm  65,  I'm  drawing  medicare,  I'm 
getting  home  health  care.  But  I  don't  participate  in  Part  B.  You 
were  shifting  home  health  care  from  Part  A  to  Part  B.  Do  I  have 
to  join  Part  B  to  get  the  benefit?  Yes  or  no? 

Mr.  Lew.  As  a  theoretical  matter,  yes.  But  virtually  all  bene- 
ficiaries get  Part  B. 

Senator  Gramm.  No;  do  I  have  to  join  Part  B  to  get  the  benefit? 

Mr.  Lew.  You  would  not  be  getting  Part  B  benefits  

Senator  Gramm.  The  answer  is  no.  I  mean  so  phony  is  this  trans- 
fer that  I  don't  even  have  to  be  a  member  of  Part  B. 

Let  me  ask  you  a  second  question  and  let's  see  if  you  can  answer 

it. 

Mr.  Lew.  Senator,  that  is  not  correct.  Senator,  that  is  not  correct. 
Part  B  benefits  are  paid  to  individuals  who  are  enrolled  in  Part  B. 
Nothing  forces  you  to  enroll  in  Part  B  but  it  is  a  very  attractive 
benefit  and  over  90  percent  of  beneficiaries  are  in  Part  B. 

Senator  Gramm.  The  point  is  if  I  don't  enroll  in  it,  and  I  am  not 
part  of  Part  B  

Mr.  Lew.  Then  you  wouldn't  get  Part  B  benefits. 

Senator  Gramm.  But  would  I  get  home  health  care? 

Mr.  Lew.  If  it  was  in  Part  B,  no  

Senator  Gramm.  Under  your  change,  I  would  be  excluded  from 

it. 

Mr.  Lew.  Part  B  is  

Senator  Gramm.  I  don't  see  that  anywhere  in  your  proposal. 

Mr.  Lew.  Senator,  it  is  as  a  theoretical  matter  perhaps,  an  issue 
but  as  a  practical  matter  Part  B  is  universally  accepted. 

[The  following  was  subsequently  submitted  for  the  record  by  Mr. 
Lew:] 

Yes,  the  policy  is  that  beneficiaries  must  enroll  in  Part  B  to  obtain  benefits  under 
Part  B.  However,  the  policy  would  "grandfather"  certain  beneficiaries  to  give  them 
time  either  to  enroll  in  Part  B  or  to  make  alternative  arrangements  to  receive  home 
health  care  that  is  not  related  to  a  hospital  stay.  Beneficiaries  who  have  Part  A  but 
not  Part  B  would  be  "grandfathered"  (i.e.,  be  eligible  to  receive  Part  B  visits  paid 
for  out  of  a  Part  A  trust  fund)  for  a  period  of  18  months  following  enactment  of  rec- 
onciliation. At  the  end  of  the  18  months,  those  beneficiaries  would  be  able  to  receive 
home  health  care  under  medicare  except  for  the  first  100  visits  following  a  3-day 
hospital  stay. 
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Senator  Gramm.  How  would  you — say  that  in  the  next  5  years 
you  got  $100  billion  worth  of  savings.  How  much  of  those  savings 
are  in  the  year  2002,  which  is  the  last  year. 

Mr.  Lew.  Senator,  I  don't  have  the  year  by  year  numbers  but  as 
I  think  you  know  

Senator  Gramm.  Is  it  half  of  it? 

Mr.  Lew.  I  could  get  back  to  you  with  the  numbers,  I  do  not  have 
the  year  by  year  numbers. 

Senator  Gramm.  Well,  Mr.  Chairman,  I  don't  see  the  number,  we 
don't  have  it,  but  I  would  be  willing  to  bet  that  half  of  the  savings 
you  are  proposing  are  not  even  occurring  until  the  year  2002. 

Mr.  Lew.  Senator,  the  policies  that  we  are  proposing,  which  are 
very  similar  to  the  kinds  of  policies  that  were  just  debated  last 
year  in  Congress,  take  years  to  take  effect.  It's  the  power  of 
compound  interest.  When  you  make  a  reduction  in  a  rate  of  reim- 
bursement for  hospital  stay,  it  has  more  of  an  effect  in  5  years  than 
it  has  in  the  first  year. 

Senator  Gramm.  Well,  let  me  ask  you  

Mr.  Lew.  The  fact  of  the  matter  is,  we  would  have  been  better 
off  had  we  adopted  this  change  last  year.  The  changes  would  have 
produced  more  savings  in  2002  than  the  changes  we  are  making 
today  would  produce. 

So,  I  would  argue  that  that  is  the  reason  for  us  to  come  together 
quickly  and  to  reach  an  agreement  and  to  have  the  benefits.  It's 
not  back-loaded.  We  did  not  go  about  back-loading  it.  We  went 
about  designing  a  policy  that  would  work  and  would  have  the  ef- 
fect, I  think,  we  agree  that  we  want  to  have. 

The  fact  is  that  those  numbers  do  tend  to  grow  in  the  out-years, 
but  it's  not  back-loaded. 

[The  following  was  subsequently  submitted  for  the  record  by  Mr. 
Lew:] 

The  medicare  policies  in  the  budget  save  $34.6  bilhon  in  2002.  In  other  words, 
about  35  percent  of  the  total  savings  in  our  package  are  in  the  last  year  of  the 
1998-2002  budget  window. 

It  is  normal  for  the  savings  amounts  at  the  end  of  the  budget  window  to  make 
up  a  larger  share  of  total  savings  than  those  at  the  beginning.  This  "wedge  effect" 
occurs  because  the  savings  amounts  at  the  end  of  the  period  include  savings  from 
the  policy  changes  that  were  in  effect  in  preceding  years,  plus  savings  from  the  poli- 
cies in  effect  in  the  current  year.  In  addition,  the  underlying  baseline  spending 
grows  from  year  to  year,  so  that  each  year,  the  savings  policies  are  applied  to  a  larg- 
er base  of  spending,  and  thus  achieve  more  savings  each  year.  In  order  to  address 
the  structural  issues  that  drive  up  program  spending,  savings  should  grow  in  the 
outyears. 

Senator  Gramm.  Well,  let  me  reclaim  my  time.  I  think  I  under- 
stand the  power  of  compound  interest,  that's  why  I'm  frightened. 
Do  you  really  believe  that  your  proposal  whether  you  shift  a  Part 
A  benefit  to  Part  B  in  order  not  to  count  it  or  not,  do  you  really 
believe  that  this  in  any  way  fundamentally  addresses  the  medicare 
crisis  we  face?  • 

Mr.  Lew.  Senator,  the  problem  we  face  in  medicare  falls  into  two  > 
parts.  I  think  it  fully  addresses  the  first  part.  ilint 

What  we  set  out  to  do  last  year  and  what  the  Congress  set  out  ijnuei 
to  do  last  year  was  to  extend  the  solvency  of  the  Part  A  Trust  Fund  S( 
for  10  years.  I  do  believe  that  this  has  the  effect  of  contributing  to  ^ 
the  extension  of  the  solvency  of  the  Part  A  Trust  Fund.  The  plan 
that  Congress  passed  and  that  was  vetoed,  the  plan  that  we  pro- 
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posed,  none  of  these  plans  deal  with  the  long-term  problem.  As  we 
all  agree  we  must  and  we  are  going  to  need  to  deal  with  it  on  a 
bipartisan  basis,  but  I  don't  think  it's  helpful  to  confuse  the  issues. 

The  question  you  were  asking  me  and  the  thrust  of  your  state- 
ment, I  really  do  disagree  with.  If  the  question  is  Part  A  solvency, 
our  policy  on  home  health  care  does  contribute  to  Part  A  solvency 
in  a  very  real  way.  Is  it  a  part  of  a  balanced  budget  plan?  Yes.  It's 
ftdly  included  in  our  balanced  budget  plan. 

Do  any  of  our  policies  that  we  are  proposing  or  those  that  were 
proposed  by  the  Republican  Congress  last  year  solve  the  long-term 
problem?  No.  We  need  to  do  that  together  over  the  next  several 
years.  But  the  first  step,  this  10-year  plan,  contributes  to  

Senator  Gramm.  I  only  have  five  minutes.  Let  me  stop  you. 

Dr.  Freeh,  I  want  to  conclude  with  a  question  to  you.  Let  me  first 
say  I  thought  your  testimony  was  excellent. 

Dr.  Frech.  Thank  you. 

Senator  Gramm.  When  you're  talking  about  the  rationality  of  the 
Copayment  System,  what  you  are  talking  about  is  the  fact  that  for 
the  first  60  days  in  the  hospital  you  don't  have  a  copayment.  By 
the  time  you  have  been  in  the  hospitsJ  61  days  you  are  pretty  sick, 
suddenly  you  face  a  whopping  copayment  and  then  when  you  get 
to  120  days  you  get  a  mammoth  copayment  and  then  they  throw 
you  out  in  the  street. 

What  you  are  really  proposing  is  fill  in  these  back-end  holes 
which  are  totally  irrational  and  that  drive  people  to  buy  Medigap 
which  then  makes  the  whole  sj^stem  irrational  and  have  a  simple 
copayment  which  is  limited  in  the  amount  that  you  could  possibly 
have  to  pay  and  do  it  upfi'ont.  Is  that  basically  what  you  are  pro- 
posing? 

Dr.  Frech.  That's  exactly  right.  Senator.  It  is  a  more  rational  in- 
surance and  I  would  call  it  a  right-side-up  insurance. 

Senator  Gramm.  And  the  senior  who  is  getting  the  benefit  is  not 
paying  any  more,  they  are  just  paying  it  differently. 

Dr.  Frech.  Paying  it  differently,  exactly  and  they  are  not  ex- 
posed to  the  huge  risks  of  the  catastrophic  events. 

Senator  Gramm.  Thank  you. 

Ms.  Davis.  Mr.  Chairman,  if  I  could  clarify?  Senator  Gramm  in- 
dicated that  I  had  proposed  increasing  the  pa)a*oll  tax  by  0.65  per- 
cent. If  I  could  note  on  page  18  of  my  statement,  I  mention  that 
CBO  s£dd  that  an  0.65  percent  increase  in  the  payroll  tax  on  work- 
ers and  employers  would  make  Part  A  solvent  for  25  years.  I'm 
sure  they  are  not  advocating  it  nor  am  I  advocating  it.  But  it  sim- 
ply points  out  that  we  can  address  part  of  the  Part  A  problem  by 
looking  at  revenues. 

The  payroll  tax  rate  has  actually  not  been  increased  since  1984 
on  medicare.  The  earnings  base  has  gone  up  but  the  rate  has  not 
changed.  And  it  is  something  that  perhaps  should  be  on  the  table 
in  the  short-term  but  certainly  in  the  long-term  to  look  at  reve- 
nues. 

Senator  Gramm.  Well,  we're  going  to  have  to  do  one  or  the  other. 
We  are  either  going  to  have  to  control  costs  or  we're  going  to  have 


13  See  p.  35. 
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to  raise  taxes  and  we  need  to  start  telling  people  that  because  we 
are  going  to  have  to  make  a  decision. 

Chairman  DOMENICI.  Senator  Wyden? 

Senator  Wyden.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  first,  I  hope  that  the  Senators  understand  the 
value  of  what  you  have  enunciated  in  terms  of  the  way  we  are 
going  to  go  about  this.  Far  too  often,  essentially  what  has  hap- 
pened is  people  have  just  pulled  a  number  out  of  the  air  and  then 
tried  to  make  a  policy  in  line  with  the  number.  YouVe  saying  the 
policies  have  to  drive  the  numbers.  It  is  high  time,  and  I  appreciate 
that. 

My  view,  colleagues,  is  that  Mr.  Lew  is  a  very  good  man;  but, 
this  Administration  proposal  is  very,  very  disappointing.  The  fact 
is  that  medicare  now  greatly  rewards  waste.  It  penalizes  the  effi- 
cient, and  the  Administration's  proposal  will  just  compound  those 
inequities. 

Mr.  Smith  and  I  come  from  Oregon,  and  you  can  see  this  situa- 
tion every  single  day  at  work  in  our  State.  With  our  HMOs  in  the 
urban  areas,  we  are  holding  costs  down.  We  have  innovations  in 
our  rural  areas  that  are  holding  costs  down.  This  Administration 
proposal  sticks  it  to  the  good  guys. 

You  have  a  proposal  under  the  AAPCC,  the  reimbursement  for- 
mula, that  treats  everybody  the  same — the  good  and  the  efficient 
are  treated  just  like  the  inefficient  and  the  bad. 

I  guess  what  I  would  like  to  know,  Mr.  Lew — and,  again,  I  know 
of  your  good  work,  so  this  is  not  about  you — is  why  would  the  Ad- 
ministration be  pushing  policies  that  penalize  the  good  guys  and 
are  going  to  limit  the  ability  to  get  choices  into  parts  of  the  coimtry 
where  there  aren't  many  choices? 

Mr.  Lew.  Senator  Wyden,  we  believe  that  this  does  not  penalize 
the  good  guys. 

Senator  Wyden.  Doesn't  it  treat  everybody  the  same,  under  the 
AAPCC? 
Mr.  Lew.  Well  

Senator  Wyden.  I  need  a  yes  or  no  answer  to  that  question. 

Mr.  Lew.  The  details  of  the  policy  are  still  being  developed. 
There  will  be  witnesses  coming  before  your  committee  who  can  go 
into  all  of  the  technical  provisions  of  it.  The  basis  for  the  policy  I 
think  lies  in  some  studies  that  you  are  familiar  with. 

Overall,  the  reimbursement  rates  for  HMOs  do  exceed  what  the 
cost  of  treating  patients,  medicare  patients  in  HMOs  is.  We  need 
to  work  together  to  develop  the  way  to  implement  these  reductions 
so  that  they  don't  penalize  those  who  are  efficient. 

I  think  what  we  have  to  acknowledge  though  is  that  we  all  sup- 
port choice  and  we  all  support  the  transition  to  HMOs.  But  we 
can't  compel  the  choice.  And  we  have  a  market  system  where  the 
incentives  are  there  for  the  industry  to  reach  out  to  the  healthiest 
and  where  it's  most  attractive  to  the  healthiest. 

The  result  is  that  we  are  paying  HMOs  on  an  average  basis  for 
a  pool  of  medicare  beneficiaries  who  are  not  average  cost,  they  are 
lower  cost.  The  reason  for  this  change  is  to  reflect  part  of  that,  not 
all  of  it.  We  really  do  think  we  have  only  gone  part  way.  The  inten- 
tion is  not  at  all  to  pimish  the  part  of  the  industry  that  has  been 
efficient. 
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I  think  as  you  know,  there  are  an  awful  lot  of  expenses  in  the 
industry  that  are  not  related  to  health  care.  And  we  don't  mean  to 
in  any  way  take  on  the  industry  in  an  antagonistic  way.  But  there 
is  an  awful  lot  spent  on  marketing,  there  is  an  awful  lot  spent  on 
administrative  services. 

I  think  that  this  is  the  kind  of  issue  which,  as  we  work  on  this 
legislation,  we  need  to  work  together  to  make  sure  we  are  all  com- 
fortable that  it  doesn't  have  the  adverse  effect. 

Senator  Wyden.  Isn't  the  change  to  take  everybody  down  5  per- 
centage points  across-the-board?  Is  that  the  policy? 

Mr.  Lew.  There  are  some  variations  in  it.  There  are  geographic 
variations  because  there  is,  in  fact,  a  big  difference  between  regions 
of  the  country  in  terms  of  how  much  HMO  care  there  is  in  medi- 
care. I  think  that  the  answer  to  your  question  is  one  that  it  is  dif- 
ficult to  give  in  the  context  of  this  hearing  because  it  is  a  very  com- 
phcated  policy  area  where  we  need  to  work  together  to  design  it  so 
that  it  t^es  into  consideration  the  right  factors. 

I  think  the  point  that  we  would  insist  on  and  I  think  that  there 
is  general  agreement  on  is  that  there  are  savings  in  this  area  that 
we  didn't  know  were  there  2  years  ago  that  we  need  to  accomplish 
now  and  we  need  to  accomplish  it  in  a  way  that  does  not  create 
bad  incentives  for  the  efficient  and  that  has  the  effect  of  accurately 
reimbursing  and  reflecting  the  cost  of  treatment. 

Senator  Wyden.  My  understanding  is  that,  at  the  bottom  of  page 
two,^^  you  are  talking  about  across-the-board  changes  of  5  percent. 
Is  that  correct? 

Mr.  Lew.  Senator  

Senator  Wyden.  The  1998  budget  will  propose  to  reduce  medi- 
care reimbursement  to  managed  care  plans  from  its  current  rate  of 
95  percent  of  fee-for-service  rates  to  90  percent.  That  doesn't  talk 
about  any  variation. 

So,  a  State  like  mine — ^you  just  make  sure  that  we  are  on  the 
record  on  this — a  State  like  mine  that  is  low-cost  in  the  metropoli- 
tan area  with  way  over  50  percent  penetration  by  health  mainte- 
nance organizations,  according  to  that  statement  at  the  bottom  of 
page  two,  is  going  to  be  treated  just  like  a  State  that  has  been  very 
wasteful. 

Mr.  Lew.  Except,  Senator,  there  are  other  policies  in  addition 
which  would  reflect  regional  differences.  So,  I  don't  think  it's  fair 
to  say  it  is  across-the-board.  That  is  the  basic  policy.  But  as  in  all 
medicare  policy,  the  detail  can  allow  you  to  distinguish  in  ways 
that  the  simple  formula  doesn't  reflect. 

Senator  Wyden.  You  have  answered  my  question.  The  basic  pol- 
icy, in  your  words,  will  discriminate  against  the  good  guys  and  peo- 
pie  who  are  efficient.  It  wiU  penalize  those  folks.  I  think  that  is  a 
big  mistake,  and  I  want  it  understood  that  I'm  going  to  oppose  it 
strongly. 

We  have  been  doing  heavy  lifting  in  our  State  in  health  care  for 
a  decade.  We  have  reinvented  this  system  and  this  proposal  sticks 
it  to  both  the  urban  areas  and  the  rural  areas. 

[The  following  was  subsequently  submitted  for  the  record  by  Mr. 
Lew:] 


See  Mr  Lew's  prepared  statement  p.  10. 

i 
» 
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The  budget  does  not  punish  the  most  efficient  managed  care  providers.  The  Ad- 
ministration believes  that  there  are  many  flaws  in  the  current  managed  care  pay- 
ment methodology  and  proposes  a  varietv  of  steps  to  correct  the  problems— some  of 
these  steps  reduce  rates  for  some  providers,  others  increase  rates  for  some  provid- 
ers. 

First,  there  is  significant  geographic  variation  in  medicare  fee-for-service  expendi- 
tures. Because  medicare  managed  care  payments  are  based  on  fee-for-service  ex- 
penditures, these  variations  are  inappropriately  reflected  in  managed  care  pay- 
ments. As  a  first  step,  the  President's  plan  addresses  the  persistent  flaw  in  the 
methodology  that  results  in  excessive  geographic  variation  in  HMO  payments.  This 
change  will  improve  equity  in  the  payment  structure  and  more  closely  match  pay- 
ments to  the  true  cost  of  providing  medicare  benefits.  This  step  is  budget  neutral. 

The  Administration  also  believes  that  some  hospitals  contracting  with  managed 
care  plans  are  not  receiving  appropriate  medicare  payment  from  the  plans  for  pro- 
viding graduate  medical  education  services  and  care  to  the  indigent.  Therefore,  as 
a  second  step,  the  Administration  proposes  to  carve  out  payments  for  graduate  med- 
ical education  and  payments  for  hospitals  serving  a  disproportionate  share  of  the 
poor  and  uninsured.  From  managed  care  payment  rates  over  a  2-year  period  (40 
percent  in  1998;  100  percent  thereafter)  and  provide  them  directly  to  teaching  and 
disproportionate  share  hospitals  serving  medicare  managed  care  enroUees.  Managed 
care  plans  with  recognized  teaching  programs  would  also  be  eligible  for  these  pay- 
ments. This  second  step  yields  about  $10  billion  in  savings  over  5  years. 

The  third  step  in  the  Administration  plan  is  spurred  by  several  recent  studies 
that  concluded  that  the  medicare  overpays  managed  care  plans  because  managed 
care  enrollees  are,  on  average,  healthier  than  beneficiaries  who  remain  in  fee-for- 
service  (a  situation  referred  to  as  "favorable  selection").  To  correct  this  overpayment, 
plan  payments  would  be  reduced  from  95  percent  of  fee-for-service  levels  to  90  per- 
cent. We  anticipate  that  this  adjustment  would  remain  in  place  until  a  new  health 
status  adjusted  payment  methodology  is  implemented. 

To  be  clear,  however,  no  plan  would  experience  a  5.3  percent  (1-.90/.95) 
reduction  in  rates  from  1999  to  2000.  This  is  because  the  5.3  percent  decrease 
is  offset  by  increases  resulting  from  the  blended  pajmtient,  the  minimum  payment 
amount  or  the  miminum  increase  of  2  percent  in  2000.  This  third  step  yields  about 
$6  billion  over  5  years. 

The  fourth  and  last  step  in  fixing  medicare  managed  care  payment  methodology 
is  ensuring  that  the  overall  increases  in  medicare  managed  care  pa5mtients  are  com- 
mensurate with  increases  in  the  fee-for-service  sector.  The  Administration  continues 
to  link  the  annual  update  for  managed  care  plans  to  fee-for-service  expenditure 
growth.  Therefore,  because  the  fee-for-service  growth  rate  is  reduced  under  this  pro- 

{)osal,  the  managed  care  growth  rate  is  also  reduced.  This  fourth  step  yields  $18  bil- 
ion  over  5  years. 

In  addition  to  the  changes  in  the  payment  methodology,  the  President's  plan  pro- 
poses several  budget-neutral  structural  reforms  to  improve  beneficiary  information, 
increase  access  to  affordable  Medigap  coverage,  and  increase  beneficiary  choice.  Spe- 
cifically, the  President's  plan  would: 

•  Expand  managed  care  options  by  allowing  provider-sponsored  organization  and 
preferred  provider  organizations  that  meet  certain  standards  to  particapate  in  the 
Medicare  Risk  Program.  [This  may  encourage  enrollment  in  rural  areas.] 

•  Provide  beneficiaries  with  comparative  information  on  all  of  their  coverage  op- 
tions— ^both  managed  care  and  Medigap. 

•  Institute  Medigap  reforms  in  regard  to  enrollment,  use  of  pre-existing  condition 
exclusion  periods  and  premium  rating  which  would  ensure  that  beneficiaries  who 
try  managed  care  and  are  dissatisfied  can  return  to  the  Medigap  plan  of  their 
choice. 

Senator  Wyden.  One  question  for  you,  if  I  might,  Dr.  Wilensky. 

On  this  matter  of  your  effort  to  produce  choice  in  medicare — an 
area  that  I  largely  agree  with,  and  I  think  you  have  drawn  the 
model  with  respect  to  the  policies  that  Members  of  Congress 
have — what  would  you  do  to  make  sure  that  there  are  guaranteed 
benefits  for  seniors? 

Let  me  tell  you  what  my  concern  is,  and  Senator  Craig  and  I  just 
visited  about  this  briefly. 

Under  a  defined  contribution  medicare  plan,  an  elderly  person 
would  be  given  a  check.  My  concern  is  that  if  their  care  was  more 
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expensive  than  their  check,  they  might  not  get  the  benefits  that  are 
guaranteed. 

Under  what  is  known  as  a  defined  benefit  plan,  you  can  have  the 
same  competition  for  something  Uke  what  we  have  in  Oregon.  I 
want  to  make  sure  that  we  are  moving  medicare  into  the  21st  cen- 
tury, and  that  we  do  not  play  Russian  Roulette  with  those  seniors 
whose  care  might  be  more  expensive  than  the  defined  contribution. 

Could  you  tell  me  what  you  would  do  to  protect  those  people? 

Dr.  WiLENSKY.  I  would  not  advocate  a  defined  contribution  that 
was  completely  divorced  fi-om  the  benefit  package  that  could  be 
purchased.  I  think  there  is  a  way  to  link  the  two  together.  That 
is,  you  can  have  a  benefit  package,  as  we  do  now  in  medicare,  and 
have  it  competitively  bid. 

Or  the  Government's  contribution  can  be  the  weighted  average  of 
a  number  of  plans,  as  it  is  in  the  Federal  employees  plan.  Or  you 
can  allow  some  spread — which  we  now  require  HMOs  to  give  back 
as  additional  benefits,  to  be  charged  between  the  medicare  pay- 
ment and  the  commercial  rate  that  would  have  been  charged. 

Stipulating  a  fixed  amount  that  has  no  relationship  to  a  benefit 
package  is  something  that  places  too  great  a  burden  on  seniors.  I 
can't  imagine  you  would  do  because  of  the  politics  and  I  think  it 
would  be  dangerous. 

With  regard  to  your  AAPCC  question,  I  assume  people  on  this 
panel  know  the  range  now  is  from  $220  per  person  per  month  to 
about  $780  per  person  per  month.  It  happens  because  the  capitatio 
amount  follows  what  is  spent  in  traditional  medicare.  The  dif- 
ferences are  mostly  volume  driven.  It  is  a  spread  of  280  percent 
fi"om  the  lowest  to  the  highest,  and  cost  of  living  differences  ac- 
count for  about  50  or  60  percent,  the  other  200  percent  is  accounted 
for  by  volume  differences. 

The  Congress  had  legislation  last  session,  the  session  before,  the 
session  before  that  to  bring  these  spreads  in  so  they  are  not  quite 
as  great.  Reducing  the  spread  is  a  good  idea  but  if  you  make  what 
you  pay  the  HMO  start  differing  too  much  from  what  goes  on  in 
fee-for-service  medicare  you  are  going  to  have  unintended  con- 
sequences in  terms  of  driving  out  HMOs  in  what  used  to  be  the 
high-cost  areas  and  driving  out  fee-for-service  in  what  used  to  be 
the  loW"Cost  areas. 

There  is  a  lot  of  past  legislation  to  look  at  and  I  hope  the  Admin- 
istration joins  the  effort. 

Senator  Wyden.  Mr.  Chairman,  my  time  has  expired.  I  just  want 
to  make  one  last  point.  I  think  if  we  can  get  a  bipartisan  agree- 
ment around  using  the  kind  of  model  that  Members  of  Congress 
have — the  Federal  Employees  Health  System — with  guaranteed 
benefits,  and  then  have  competition  in  the  choice,  I  think  we  are 
on  our  way  to  bringing  medicare  into  the  21st  century.  I'm  anxious 
to  work  that  out  with  all  of  you. 

Thank  you,  Mr.  Chairman. 

Chairman  DOMENICI.  Thank  you  very  much. 

Senator  Gregg? 

Senator  Gregg.  Thank  you,  Mr.  Chairman. 

I  thank  the  panel.  It's  been,  as  everybody  has  said,  an  excellent 
and  informative.  I  would  like  to  start  off  with  a  few  comments  ac- 
tually, this  being  an  area  where  I  have  been  focusing  a  fair  amount 
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of  time.  I  must  say  that  the  Administration  proposal  is  a  test  of 
our  christian  values  on  this  side  of  the  aisle. 

I  mean  let's  face  it,  over  the  last  2  years,  two  major  proposals 
that  you  have  made  here  which  were  made  by  the  Republican 
members  of  Congress  were  described  by  the  President  and  the  Vice 
President  alternatively  as  savaging  the  elderly  and  extreme  right- 
ist activity  in  the  area  of  attacking  senior  citizens'  programs. 

Concepts  that  we  came  up  with,  now  you  are  proposing  are  sav- 
ings and  attempts  to  save  the  Medicare  System.  Now,  that's  what 
they  were  when  we  proposed  them,  2  years  ago. 

And  the  language  used  by  the  Administration  and  its  allies 
against  Republicans  at  that  time  was  demagogic  and  inappropriate 
and  for  us  to  turn  the  other  cheek  at  this  time  is  a  test,  to  say  the 
least. 

If  I  wanted  to  pursue  this,  I  might  ask  you,  is  your  proposal  a 

cut?  But  I  won't,  because  I  

Mr.  Lew.  But,  Senator,  if  I  may  just  

Senator  GREGG.  No;  I  guess  it's  best  to  just  leave  this  issue  on 
the  table  because  we  want  constructive  change.  Now,  on  that  issue 
of  constructive  change  I  look  at  this  package  that  you  proposed  and 
I  see  two  very  significant  positives.  The  first  is  the  fact  that  you 
proposed  prospective  pa3mients  for  home  health,  that's  very  posi- 
tive. Second,  you  have  attempted  to  open  a  window  up  to  the  year 
2006,  when  the  Medicare  Trust  Fund  would  be  solvent. 

But  what  you  failed  to  do — and  the  way  you  have  opened  that 
window  is  in  serious  issue,  as  Senator  NicWes  has  pointed  out — 
but  what  you  failed  to  do  is  take  the  next  step  which  is  proposed 
structural  changes  during  this  period  when  we  extend  the  window 
through  whatever  actions  are  taken — and  some  of  them  are  going 
to  be  rather  traumatic  for  some  of  the  providers,  obviously — you 
failed  to  present  the  significant  structural  changes  which  will  give 
us  any  opportunity  to  say  to  the  period  beyond  2003  or  beyond 
2006,  whichever  year  we  end  up  extending  to,  that  there  is  a 
chance  to  change  this  system  so  it  works. 

Now,  there  are  a  lot  of  things  that  we  could  do  right  now  for  the 
incoming  generation,  for  the  post-war  baby  boom  generation  which 
might  accomplish  that  and  the  transition  period  is  logical.  Because 
you  have  a  large  number  of  people  in  the  system  today  who  are 
senior  citizens  who  grew  up  in  the  1950's  and  1960's  and  were  used 
to  fee-for-service  and  probably  aren't  going  to  change  from  fee-for- 
service.  But  you  have  got  a  whole  much  larger  group  of  citizens 
coming  into  the  system  who  have  been  in  a  business  world  where 
they  have  done  other  things  than  fee-for-service.  They  have  been 
required  to  use  PPOs,  HMOs,  whatever,  they  are  used  to  these 
other  delivery  systems,  and,  yet,  you're  not  making  it  attractive  for 
them  to  pursue  those. 

Now,  I've  put  together  a  proposal  which  actually  ended  up  being 
the  framework  around  which  the  budget  was  formed  last  year  in 
the  area  of  structural  changes — although  it  wasn't  adopted  en- 
tirely, the  essence  of  it  was  adopted — which  addresses  some  of  the 
issues  which  Senator  Wyden  has  talked  about  which  I  think  I 
would  like  to  get  some  comment  from  the  panel  on. 

First  of  all,  what  it  does  is  it  essentially  says  to  senior  citizens 
we  will  use  the  model  of  the  Federal  Employees  Health  Plan,  we 
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I  will  allow  you  to  go  out  in  the  market  place  and  choose  from  a  vari- 
j  ety  of  different  provider  groups  who  will  come  forward,  hopefully, 
and  compete  for  your  dollars.  But  there  will  be  a  firm  benefit  pack- 
age which  each  provider  must  present  to  you,  and  that  benefits 
package  has  to,  as  a  core,  have  its  basic  group  of  services  that  are 
presently  provided  under  medicare. 

I  But  to  the  extent  that  a  provider  group  can  offer  that  core  medi- 
j    care  benefits  package  at  less  than  the  present  cost  that  we  pay  for 

a  senior  then  we  will  give  you,  the  senior,  the  opportunity  to  go 
and  save  the  difference.  So,  that  if  we  are  paying  $4,800  today  for 
^  senior  and  that  benefits  package  can  be  sold  to  that  senior  for 
less  than  $4,800  then  the  senior  gets  to  keep  a  percentage  of  that 
and  the  Federal  Government  gets  to  keep  a  percentage  of  that,  cre- 
ij    ating  significant  market  incentives  for  the  senior  to  shop  around 

I I  and  look  for  better  health  care  delivery  and  more  health  care  deliv- 
ery and  this  package  proposed  to  them  may  involve  more  than 
what  is  presently  given  under  medicare. 

It  could  involve  prescription  drugs,  it  could  involve  eyeglasses 
and  it  also  creates  in  the  market  place  an  incentive  to  go  out  and 
compete  for  that  dollar. 

In  addition,  every  provider  group  that  participated  in  this  would 
have  to  take  all  seniors  that  come.  There  could  be  no  exclusion 
for — there  couldn't  be  any  adverse  selection  as  a  result  of  preexist- 
ing conditions. 

And  the  AAPCC  issue  would  be  addressed  because  we  would 
have  a  funding  mechanism  which  would  basically  phase-up  those 
regions  of  the  country  which  are  receiving  significantly  less  than 
the  norm  and  either  flat-fund  or  reduce  the  rate  of  growth  of  those 
systems  that  are  receiving  more  than  the  norm. 

This  is  an  attempt  to  bring  the  market  place  into  resolving  the 
issue  by  essentially  giving  the  seniors  a  sense  of  going  out  and  say- 
ing, hey,  listen,  I  can  buy  the  same  health  care  or  maybe  better 
health  care  but  I  can  get  it  for  less  and  I'm  going  to  benefit  from 
it,  and  having  the  market  place  saying,  I  can  give  the  same  health 
care  or  maybe  better  health  care  at  less. 

And  unless  we  move  to  such  a  system,  unless  we  create  market 
incentives  which  generate  the  need  for  savings  and  efficiency  which 
this  system  presently  doesn't  have,  I  don't  see  how  we  ever  get  a 
reform  structure  that  is  going  to  work.  So,  I  would  be  interested 
in  your  comments  and  thoughts  on  that  type  of  a  system. 

I  recognize  that  is  a  very  general  outline  and  there  should  be  a 
lot  of  questions  on  specifics,  but  the  concept  of,  while  protecting  the 
■  senior's  right  to  use  the  present  system  and  the  senior's  right  to 
i  get  the  present  benefits  we  attempt  to  bring  the  market  place  into 
the  structure. 

And  why  hasn't  the  Administration  pursued  some  sort  of  struc- 
tural reform  along  some  lines  beyond  just  the  pre-payment  policy? 

Mr.  Lew.  Well,  Senator,  there  are  other  steps  in  the  plan  that 
I  outlined  this  morning  that  move  in  that  direction.  We  very  much 
|i  share  the  objective  of  taking  advantage  of  the  changes  in  the  mar- 
l|  ket  place,  the  competition  in  the  market  place  for  both  the  Medi- 
care Program  and  the  medicare  beneficiaries.  It's  a  balance  of  con- 
cerns. And  I  think  you  put  your  finger  on  the  balance  from  our 
point  of  view. 
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Individuals  have  to  have  access  to  the  traditional  medicare  plan. 
They  should  have  choices  and  perhaps  incentives  through  the  de- 
sign of  the  plans  that  are  offered  to  them  to  go  into  managed  care 
plans. 

The  problem  that  we  face  is  that  in  order  to  save  money  with 
these  policies  they  have  to  be  designed  properly.  At  the  moment  we 
have  a  reimbursement  system  with  HMOs  that  over-compensates. 
It  has  the  benefit  of  resulting  in  some  enhancement  of  the  benefit 
packages,  but  we  need  to  find  the  right  balance. 
If  I  could  take  just  a  moment.  I  do  appreciate — — 
Senator  Gregg.  But  arbitrarily  reducing  the  payment  to  HMOs 
isn't  going  to  address  the  problem  because  you  are  just  making  an 
arbitrary  decision.  You  are  not  creating  any  market  incentive  for 
savings. 

Mr.  Lew.  It's  not  an  arbitrary  decision.  It  may  be  that  the  com- 
plex details  that  lie  beneath  the  AAPCC  formula  will  have  to  re- 
flect several  considerations.  But  the  fact  is  we  know  from  a  series 
of  studies  that  the  amount  that  HMOs  are  paid  for  medicare  bene- 
ficiary exceeds  the  cost  on  average  of  the  beneficiaries.  It  is  not  ar- 
bitrary. It  is  actually  less  than  the  differential  that  we  believe  ex- 
ists. 

And  I  appreciate  the  conciliatory  conclusion  to  your  comments 
and  I  would  just  want  to  make  one  point.  The  difference  between 
the  policies  that  we  are  proposing  now  and  the  policies  we  proposed 
last  year,  I  have  tried  to  be  very  clear  about. 

And  I  think  some  of  the  comments  this  morning  reflect  the  fact 
that  we  have  new  savings  that  are  causing  some  concern  in  the 
provider  community  and  we  are  going  to  need  to  debate  it  over  the 
course  of  the  year  to  see  whether  those  are  the  right  savings.  We 
think  they  are  but  this  is  the  beginning  of  the  process. 

With  regard  to  the  things  that  we  have  proposed  in  the  past,  we 
do  not  feel  that  we  have  included  anything  in  this  plan  that  vio- 
lates the  principles,  as  did  many  of  the  provisions  in  the  vetoed  leg- 
islation. And  this  is  not  the  place  and  I  don't  want  to  take  up  the 
argument  but  the  amount  of  savings  is  not  the  same,  the  structural 
changes  are  not  the  same.  We  have  tried  to  move,  and  as  the  Presi- 
dent said,  halfway  and  I  appreciate  the  recognition  of  that  that  we 
have  heard  from  many  of  the  Senators. 

Senator  Gregg.  I  recognize  my  time  is  up.  I  would  like  to  hear 
from  the  other  members.  If  they  have  comments  on  this,  they  can 
maybe  move  it  for  the  record.  ^ 

Chairman  Domenici.  Well,  I  know  it  is  a  great  proposal  and  it's 
complicated  but  could  you  keep  your  remarks  brief? 

Dr.  WiLENSKY.  Sounds  pretty  good  to  me.  My  only  caution  is  that 
you  do  need  to  worry  about  risk  adjustment.  But,  as  I  have  men- 
tioned, that  is  true  if  you  give  any  choices  to  seniors. 

I  think  allowing  people  to  either  get  additional  benefits  or  to  re- 
claim some  of  the  savings  as  cash  is  an  important  opportunity  to 
offer  seniors  and  I  hope  it  will  be  taken  seriously.  But  don't  forget 
the  payment  disparities. 

It  may  look  as  though  there  is  still  a  lot  of  money  in  the  system 
on  average  but  your  two  States,  New  Hampshire  and  Oregon,  and  c 
also  New  Mexico  as  well,  happen  to  be  States  I  know  have  very  low 
per  capita  payments  under  the  Medicare  System.  There  will  be 
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trouble  getting  options  in  an  area  if  they  are  not  already  there  be- 
cause the  payment  is  so  low. 

Senator  Gregg.  Interestingly  enough,  extraordinarily  high  qual- 
ity health  care  in  all  three  States,  I  suspect.  I  know  in  New  Hamp- 
shire that's  true. 

Chairman  Domenici.  That's  true. 

Dr.  WiLENSKY.  But  you  know  how  to  fix  this  problem.  You  have 
seen  such  legislation.  The  question  is  whether  you  will  have  a  bill 
that  will  meet  all  the  other  requirements  needed  for  passage.  This 
is  almost  a  technical  rider  by  comparison  to  the  policy  issues  that 
you  have  to  reconcile. 

Dr.  Frech.  I  would  agree  that  it  is  a  sound  approach  and  I  would 
like  to  connect  it  to  the  problem  of  reducing  the  payment  to  the 
HMOs  that's  in  the  Administration's  plan.  If  we  allowed  the  HMOs 
to  refund  the  money,  if  they  were  more  efficient,  directly  to  the 
beneficiaries  we  would  be  better  informed  than  we  are  now.  We 
would  know  from  market  competition  where  HMOs  were  over-paid 
and  how  much  they  were  over-paid  and  we  would  have  a  guide  to 
policy. 

Since  we  haven't  allowed  HMOs  to  compete  on  price  with  that 
kind  of  refiind,  we're  much  more  shooting  in  the  dark  in  determin- 
ing HMO  payment. 

Ms.  Davis.  I  think  I  also  would  support  about  90  percent  of  what 
I  heard.  Certainly  I  think  moving  toward  a  national  HMO  payment 
rate  with  only  appropriate  costs  of  practice  differences  regionally 
makes  sense,  which  means  bringing  up  the  low  payment  areas  and 
down  the  high  payment  areas.  As  Dr.  Wilensky  said  we  are  so  out 
of  line  now  it  may  take  10  years  to  transition  to  such  a  system.  But 
;  I  think  that  ought  to  be  our  long-term  goal. 

i     I  think  your  point  about  marking  it  open  to  all  comers  and  not 
being  able  to  limit  coverage  to  people  with  preexisting  conditions 
I  is  a  good  idea.  I  think  the  idea  of  any  profits  that  HMOs  make 
going  back  to  beneficiaries  is  a  good  idea.  In  current  law,  HMOs 
must  plow  back  those  profits  in  the  form  of  improved  benefits. 
The  cautions  I  would  raise,  one,  I  would  want  quality  standards 
,  on  all  plans  that  are  offered.  I  don't  want  inferior  plans  that  pro- 
:  vide  low  quality  care  made  available  to  medicare  beneficiaries.  The 
I  second  caution  is  that  I  think  the  government  needs  to  be  an  ag- 
i  gressive  purchaser  and  use  its  purchasing  clout  to  get  a  good  rate. 

FEHB  actually  does  not  do  that.  It  is  much  more  of  a  price  taker. 
And  FEHB  also  makes  available  indemnity  plans  with  pretty  high 
administrative  costs.  Medicare  is  a  good  indemnity  fee-for-service 
plan.  I  think  that  is  the  indemnity  option  you  want  available. 

But  certainly  the  basic  concept  of  opening  up  a  platter  of  man- 
aged care  choices  to  medicare  beneficiaries  with  appropriate  pay- 
ment and  quality  standards,  I  think  all  of  us  would  support. 
Senator  Gregg.  Thank  you. 

Chairman  Domenici.  Senator  Feingold  has  been  waiting  very  pa- 
tiently as  have  two  other  Senators.  We  are  going  to  be  here  long 
enough  for  you  to  get  your  questions  in.  I  have  to  leave  for  about 
ten  minutes,  but  would  one  of  you  preside  in  my  absence,  and  I  will 
be  right  back. 

Senator  FEINGOLD.  Thank  you,  Mr.  Chairman,  for  convening  this 
hearing.  I  share  the  view  that  solving  the  medicare  problem  is  im- 
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portant  not  only  in  terms  of  the  solvency  of  medicare  but  it's  abso- 
lutely critical  in  terms  of  the  pressure  on  the  Federal  budget. 

And,  although  I  did  not  support  the  Republican  package  in  the 
last  Congress  overall,  there  were  some  elements  having  to  do  with 
changes  in  medicare  that  I  have  supported  all  along  that  I  hope  re- 
appear— not  all  but  some,  that  I  think  can  help  us  solve  the  prob- 
lem. 

In  particular,  I  support  reducing  the  taxpayer  subsidy  for  the 
medicare  premiums  paid  by  individuals  with  higher  incomes.  As 
our  former  colleague.  Senator  Dole  said  on  this  subject,  if  you  can 
truly  afford  it,  you  ought  to  pay  a  little  more. 

But  what  I  want  to  spend  my  brief  time  on  today  is  something 
to  which  a  number  of  people  have  referred — Senator  Wyden,  in  par- 
ticular, made  a  strong  statement  and  that  is  the  issue  of  the  in- 
equities in  the  current  medicare  managed  care  reimbursement  for- 
mula. 

It  is  a  matter  of  enormous  concern  to  people  in  Wisconsin  wheth- 
er individuals  or  those  who  are  providers.  I  would  like  to  start  with 
Dr.  Wilensky. 

You  are  obviously  aware,  as  indicated  in  your  testimony,  of  this 
problem.  You  have  stated  that  inadequacies  in  the  so-called 
AAPCC  methodology  have  contributed  to  uneven  participation  by 
health  plans  and  beneficiaries  across  the  country.  And  there  are 
great  differences. 

Ninety-six  percent  of  all  enrollment  in  medicare  managed  care 
plans  take  place  where  the  monthly  reimbursement  rate  is  over 
$350.  Over  three-quarters  of  the  enrollment  are  in  areas  where  the 
rate  is  over  $400. 

In  your  view,  is  this  a  critical  issue  and,  if  so,  what  would  you 
recommend  we  do  to  address  the  problem? 

Dr.  WiLENSlCY.  I  do  think  it*s  an  important  issue  and  I  think  that 
we  need  to  reduce  the  extremes.  We  need  to  acknowledge  cost-of- 
living  differences  and  probably  some  practice  style  differences. 
There  are  different  physician  practice  styles  around  the  country 
and  some  of  the  volume  differences  this  produces  should  be  re- 
tained. But  280  percent  differential  between  the  lowest  cost  county 
and  the  largest  cost  county  is  extraordinary.  Something  substan- 
tially less  than  that  would  be  justified. 

The  way  this  should  be  adjusted  is  the  way  medicare  almost  al- 
ways make  changes,  which  is  to  transition  over  time.  It's  a  large 
differential  and  this  means  that  there  will  continue  to  be  substan- 
tial differences  in  payments  across  counties  or  it  will  take  a  lot  of 
years  to  make  the  transition. 

The  biggest  concern  I  have  is  that  too  often  the  only  differentials 
considered  concern  the  pajmfients  made  to  the  HMOs,  the  AAPCC, 
but  the  differential  reflecting  fee-for-service  spending  across  coun- 
ties are  just  as  important. 

Let  me  explain  why  this  is  a  problem.  Right  now,  there  are  some 
counties  that  average  $220  a  person  per  month,  this  is  our  lowest 
payment  per  month.  If  we  set  the  minimum  capitation  pajonent  for  ^ 
an  HMO  at  $350  per  month,  what  do  you  think  we  just  did  to  fee- 
for-service  medicine  in  that  area?  We  have  put  such  a  wide  wedge 
between  what  the  government  pays  under  one  type  of  delivery  sys-  * 
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tem  relative  to  what  it  pays  under  another  type  that  you  bias  the 
selection  and  availability  of  delivery  systems. 

And,  similarly,  we  could  do  a  lot  of  damage  in  high  cost  areas. 
As  you  have  noted,  we  have  seen  a  lot  of  HMO  growth  in  the  places 
where  there  are  high  capitation  payments  but  it's  not  a  high  pay- 
ment because  the  HMOs  ask  for  the  high  payment,  it's  high  pay- 
ment because  the  volume  of  services  being  delivered  in  fee-for-serv- 
ice  medicine  is  very  high. 

If  the  choice  is  between  going  to  an  HMO  which  has  a  con- 
strained payment  and  that  can't  offer  very  many  extra  benefits 
over  the  medicare  package  or  going  to  a  open-ended  fee-for-service 
system  where,  you  can  get  as  much  volume  as  you  want,  there  is 
not  much  reason  to  go  to  the  constrained  system. 

What  Congress  needs  to  watch  out  for  is  that  you  don't  let  the 
differential  between  the  capitation  pa5anent  for  HMOs  and  the 
spending  on  fee-for-service  get  too  large.  My  advice  is  to  blend 
these  differencies,  bring  them  closer  together  slowly  over  time,  but 
always  keeping  your  eye  on  that  traditional  payment. 

Senator  Feingold.  I  appreciate  that.  I  am  really  doing  this  for 
the  record  because  we  are  aware  of  this  problem,  but  I  think  it  is 
terribly  important. 

Could  you  just  give  a  sense  of  what  this  means  for  people  out 
there?  The  differences  for  a  person  in  let's  say  in  Wisconsin  at 
whatever,  the  $220  level  versus  somebody  in  Miami  at  the  $600 
level?  What  is  the  day-to-day  reality  for  them? 

Dr.  WiLENSKY.  Well,  if  you  go  into  an  HMO — and  most  of  the 
ll  growth,  as  you  have  indicated,  is  in  the  high  HMO  payment  areas 
except  for  Oregon,  which  is  a  real  exception — what  you  typically 
tend  to  get  offered  are  prescription  drugs,  preventive  care,  some- 
times vision  care,  sometimes  hearing  aids,  all  at  no  extra  premium. 
Dr.  Frech.  Dental  also  sometime? 

Dr.  WiLENSKY.  Sometimes.  The  most  common  services  offered  are 
preventive  services  and  prescription  drugs  but  others  are  also 
sometimes  available.  What  this  means  is  that  seniors  get  offered  a 
very  different  benefit  package  at  no  extra  price  in  these  high-cost 
areas.  But  remember,  these  same  seniors  have  gotten  used  to  the 
extra  benefits  and  they  are  not  going  to  thank  you,  when  you  get 
rid  of  them. 

And  remember,  the  high  payments  is  being  driven  by  the  tradi- 
tional medicare.  Occasionally  the  high  payments  may  occur  be- 
cause there  may  be  more  sick  people  in  traditional  medicare,  but 
more  often  it  is  because  of  the  practice  style  differences  that  exist 
in  these  high  cost  areas. 

This  is  why  if  you  move  the  HMO  payments  across  the  country 
closer  together  but  only  do  it  for  the  HMOs,  you  will  really  disrupt 
the  local  marketplace  as  opposed  to  making  what  you  could  argue 
is  a  much  more  equitable  national  program. 
Senator  Feingold.  Thank  you,  thank  you  very  much. 
Mr.  Lew,  in  Wisconsin,  gdone,  the  current  reimbursement  rates 
for  managed  care  plans  vary  by  over  $2,200  per  year.  Nationally 
the  difference  is  over  $6,500  per  year.  Does  the  Administration 
think  this  disparity  is  a  problem? 

Mr.  Lew.  We  are  concerned  that  as  we  proceed  with  this  policy 
that  we  need  to  be  aware  of  the  variations  from  State  to  State.  I 
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have  tried  in  the  responses  to  Senator  Wyden  to  indicate  this.  But 
let  me  perhaps  be  a  httle  bit  more  specific. 

We  have  a  demonstration  underway  called  Medicare  Choices 
where  our  objective  is  to  obtain  the  kind  of  information  that  would 
give  us  the  ability  to  do  the  kind  of  risk  adjustment  that  I  think 
there  has  been  a  fairly  clear  expression  of  support  for.  Dr. 
Wilensky  is  familiar  with  this  because  when  she  was  at  HCFA, 
they  started  the  analysis.  It  is  very  complicated.  The  analysis  is 
still  going  on. 

We  are  hopeful — and  the  reason  that  we  chose  the  year  2000  as 
the  point  for  this  to  take  effect  was  not  that — we  would  have  loved 
to  have  gotten  savings  earlier,  but  we  think  it  takes  time  to  work 
out  the  details  of  the  policy.  So,  yes,  we  are  concerned  about  it.  It 
is  an  area  where  literally  monthly  we  learn  more  than  we  knew  be- 
fore, and  we  would  hope  to  be  able  to  address  some  of  these  issues. 

Senator  Feingold.  Let  me  just  say  that  it  is  going  to  be  very  im- 
portant to  me  and  to  many  of  us  that  this  be  resolved  in  some  way 
in  the  context  of  the  discussions  of  medicare  and  how  it  is  going 
to  relate  to  keeping  the  funds  solvent  and  how  we  are  going  to  bal- 
ance the  budget.  So  our  ability  to  wait  for  the  future  with  regard 
to  this  is  limited,  because  our  constituents  are  not  going  to  settle 
for  re-locking  in  this  system  in  the  long-term. 

Thank  you,  Mr.  Chairman. 

Senator  Frist  [presiding].  I  am  going  to  change  the  tone  a  little 
bit  from  the  side  that  you  heard  from  a  number  of  people  on  our 
side  and  hope  that  you  recognize  that  much  of  the  responses  that 
you  have  heard  today  are  very  much  a  product  of  a  feeling  that  this 
is  a  huge  shift  of  the  Administration,  that  many  of  the  proposals 
that  were  actively  and  inactively  campaigned  against  last  year  in 
similar  hearings  are  adopted,  some  of  which  I  really  applaud,  be- 
cause I  think  we  can  come  together  and  appreciate  the  Administra- 
tion coming  forward  and  putting  something  on  the  table  that  does 
go  beyond  just  the  numbers,  because  these  can  become  a  numbers 
game  and  I  think  you  have  heard  from  both  sides  the  importance 
of  having  good,  sound  policy  dictate  whatever  numbers  we  come  up 
with. 

And  I  think  many  of  us  did  a  poor  job  over  the  last  2  years  in 
developing  that  policy,  articulating  it  to  people  broadly,  having  a 
debate  to  arrive  at  those  numbers.  Clearly,  there  is  a  lot  of  distrust 
there.  And  it  really  comes  from,  I  think,  the  debate  last  year,  the 
recent  campaigns,  and  I  am  hopeful  the  fact  that  the  Administra- 
tion has  come  forward,  put  that  on  the  table,  put  a  number  of  poli- 
cies on  the  table  that  we  can  debate  will  help  us  overcome  that  dis- 
trust in  the  ensuing  weeks. 

Let  me  say  I  am  optimistic.  We  have  heard  a  lot  of  pessimistic 
things  and  things  cannot  be  done  and  should  not  be  done  because 
of  the  past.  I  am  optimistic,  and  I  think  at  the  end  of  6  months  ^ 
from  now,  we  may  well  have  a  balanced  budget,  we  may  well  have 
solvency  in  the  Part  A  Medicare  Trust  Fund.  And  even  more  impor-  r 
tantly  to  me,  and  that  is  going  to  bring  me  to  my  line  of  question-  ^ 
mg,  we  may  really  accomplish  structural  reform  which  does  not  ^ 
look  to  2002  or  2007  or  10  years,  but  just  might  potentially  address  ^ 
the  huge  issue  that  we  have  not  talked  about  today  that  the  Budg- 
et Committee  did  talk  about  yesterday,  and  that  is  the  impending  | 
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crisis  that  we  have,  not  just  bankruptcy  in  one  part  of  the  fund, 
but  the  crisis  that  the  demographics  will  dictate  in  the  year  2010. 

But  for  me  to  be  optimistic  there,  we  cannot  just  say  that  struc- 
tural reform  is  going  to  rely  on  the  very  positive  things  that  were 
mentioned,  and  this  is  prospective  payment  in  home  health  care, 
which  I  think  is  a  great  step  forward,  the  positive  developments  in 
the  plan  with  regard  to  skilled  nursing  homes,  again,  very  positive. 
Yet  they  are  not  going  to  help  us  potentially  face  that  huge,  huge 
challenge  we  have  in  the  early  part  of  the  next  century.  Structural 
reform  does.  Those  are  small  elements  of  structural  reform. 

And  I  guess  I  would  like  to  turn  the  discussion  a  little  bit  to 
what  Senator  Gregg  mentioned  of  choice,  and  that  is  structural  re- 
form, because  if  we  can  build  competition  into  the  system  today,  I 
think  we  do  have  the  real  potential  impact  of  slowing  the  growth 
of  cost  in  medicare  spending  over  the  next  10,  15  or  20  years.  Yet 
I  see  very  little  of  that  in  your  presentation  today,  Mr.  Lew,  on  be- 
half of  the  Administration. 

I  know  it  is  mentioned  that  there  will  be  things  like  PSNs  and 
PSOs,  and  that  is  good.  And  as  you  know.  Senator  Rockefeller  and 
I  have  introduced  a  bill  with  regard  to  the  provider- sponsored  orga- 
nizations, a  bill  that  I  am  very  hopeful  will  be  a  part  of  this  in- 
creased choice.  But  other  than  that  and  what  Senator  Gregg  has 
mentioned  in  broad,  which  we  really  have  not  picked  up  on,  I  do 
not  see  any  fundamental  structural  reform,  change,  improvement 
that  will  potentially  look  at  those  long-term  issues. 

Dr.  Davis  talked  about  choice  being  in  medicare.  They  have  tre- 
mendous choice.  Well,  the  choice  where  a  senior  citizen  can  choose 
Bill  Frist,  heart  transplant  surgeon,  if  they  have  chest  pain,  can 
walk  over  to  the  hospital  that  I  work  at  and  choose  me,  is  choice. 
But  it  is  not  the  type  of  choice  that  I  think  is  going  to  ultimately 
result  in  competition,  demanding  of  quality  standards  by  which  we 
can  compare  people. 

We  have  heard,  I  think,  everybody  at  the  table  say  choice  of 
some  sort  is  good.  Dr.  Freeh  talked  about  a  looser  form  of  managed 
care,  and  by  that  I  think  you  mean  PSOs  and  PPOs  and  point-of- 
sendce  plans.  But,  again,  my  disappointment  is  in  the  Administra- 
tion proposal,  not  even  thinldng  it,  talking  it,  because  ultimately 
I  think  the  answer  will  be  there. 

Mr.  Lew? 

Mr.  Lew.  Senator  Frist,  we  appreciate  your  comments.  And  on 
the  question  of  choice,  we  share  the  view  that  there  should  be 
choice.  And  we  have  tried  to  design  a  series  of  policies,  one  that 
I  have  not  mentioned  at  any  length  is  the  use  of  an  independent 
third  party  to  inform  beneiicianes  of  the  options  and  to  enroll  bene- 
;  ficiaries  into  different  kinds  of  plans. 

\  We  think  that  is  a  structural  change.  We  think  it  is  a  way  of  al- 
j  lowing  a  market  to  develop.  I  think  the  difference  perhaps  is  dif- 
ferent than  it  was  last  year  or  the  year  before,  when  we  had  this 
I  debate.  When  we  talked  about  structural  changes  2  years  ago,  we 
were  talking  about  medical  savings  accounts,  we  were  talking 
about  balanced  billing,  we  were  talking  about  issues  on  which  we 
really  did  disagree. 

I  thinli  this  year,  when  we  talk  about  choice,  we  are  talking 
about  issues  where  we  share  a  common  goal,  but  it  is  difficult  to 
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get  there  and  the  question  of  how  fast  you  can  get  there  is  some- 
thing that  we  need  to  work  together  to  try  and  think  through.  We 
have  tried  to  take  several  steps  to  expand  choice  in  medicare  be- 
cause we  agree  that  the  marketplace  is  advancing.  Medicare  and 
medicare  beneficiaries  should  get  the  benefit  of  those  developments 
in  the  marketplace. 

The  fact  that  it  is  not  the  thrust  of  the  savings  at  the  moment, 
I  think,  reflects  the  fact  that  that  is  not  what  is  in  the  first  part 
of  our  10-year  solvency  approach.  We  need  to  work  together  on  the 
longer-term  plan. 

Senator  Frist.  I  think  that  is  right.  But  I  think  that  in  all  of 
this,  first  to  focus  on  the  numbers  and  then  the  small  steps  we  are 
taking  forward,  I  do  not  think  we  need  to  have  commissions  and 
set  up  the  long-term  thinking.  And  I  guess  if  we  have  75  percent 
of  people  in  the  private  world  in  some  type  of  managed  care  and 
only  11  percent  in  the  senior  citizen,  individual-with-disabihty 
realm,  I  ao  not  see  incentives.  I  do  not  mean  cash  payments  and 
all  sorts  of  incentives.  And,  in  fact,  if  anything,  your  proposal  to  re- 
duce from  95  to  90  percent  without  making  some  other  statement 
to  expand  choice  may  well  drive  managed  care  companies  out  of  the 
market.  If  we  drive  them  out  of  the  market,  who  do  we  hurt?  It 
is  the  rural  areas. 

And  I  know  you  pay  some  attention  to  rural  areas.  But  it  is  going 
to  drive  them  out  of  the  rural  areas,  out  of  the  urban  areas,  out 
of  maybe  the  high-risk  patients.  So  if  you  are  going  to  do  that,  I 
think  in  some  way  we  need  to  come  in  and  really  expand  that 
choice  and  give  incentives  there.  And  there  is  nothing  in  the  plan, 
absolutely  nothing,  other  than  saying  that  we  like  PSNs  and  we 
like  PSOs. 

Let  me  ask  a  real  quick  question  and  I  hope  you  can  give  me  the 
data  now.  But  under  the  President's  medicare  plan,  what  is  the 
rate  of  growth?  Again,  if  we  can  get  away  from  cuts — and  too  often, 
what  we  tried  to  do  last  year  was  called  cuts.  I  think  we  are  finally 
getting  away  from  that.  But  if  we  had  to  draw  a  curve  under  the 
plan  and  the  numbers  that  you  presented  today  over  the  next  10- 
year — or  actually  over  the  next  6  years — I  guess  5,  6  and  10-year 
period,  what  is  the  average  annual  rate  of  growth  in  the  Presi- 
dent's plan? 

Mr.  Lew.  Senator,  I  asked  that  question  before  I  came  here,  and 
the  answer  is  it  will  have  to  wait  until  the  budget  is  done  to  do 
the  calculation.  I  do  not  have  the  answers.  We  will  get  back  to  you. 

Senator  Frist.  If  you  could  supply  that  to  the  committee  as  soon 
as  it  is  available,  it  would  be  very  helpful  as  we  try  to  discuss  it. 
Let  me  ask  one  other  quick  question,  and  that  is  one  that  we  have 
not  talked  about  today,  and  that  is  an  issue  that  Senator  Lauten- 
berg  brought  up;  21  percent  of  our  senior  citizens'  income  on  aver- 
age goes  to  medicare.  If  you  look  at  the  chart  that  Dr.  Davis  had, 
I  g"uess,  chart  number  two,i^  I  believe  it  was,  where  you  look  at 
the  very  wealthy  and  you  see  that  they  are  not  paying  proportion- 
ately near  as  much. 

Now,  I  would  argue  that  since  we  have  a  program  going  bank- 
rupt and  we  take  tne  numbers  of  the  21  percent,  and  then  look  at 


15  See  p.  37. 
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Dr.  Davis'  chart,  that  we  ought  to  have  those  very  wealthy  seniors 
making  more  than  $100,000  pay  at  least  their  fair  share  of  the  pre- 
miums. The  very  wealthy  senior  citizens,  not  all,  but  just  that  very 
wealthy,  out  to  the  far  bar  in  Dr.  Davis'  graph,  right  now  are  being 
subsidized  by  people  making  less  than  $30,000. 

Now  that,  to  me,  is  so  fundamentally  philosophically  against 
what  we  are  trying  to  do.  Why  is  that  not  a  part  of  the  President's 
proposal? 

Mr.  Lew.  Let  me  respond  to  that  in  the  following  way:  It  obvi- 
ously is  not  a  part  of  our  proposal,  but  it  is  not  an  issue  where  we 
have  saiid  there  is  nothing  for  us  to  talk  about.  Obviously,  in  the 
Health  Security  Act,  we  did  propose  an  income-related  premium,  so 
there  is  a  history  of  it  being  a  policy  area  where  we  have  been  sym- 
pathetic. 

Senator  Frist.  So  the  Administration  has  proposed  that  in  the 
past. 

Mr.  Lew.  Four  years  ago,  correct. 

Senator  Frist.  Four  years  ago,  and  now  it  is  very  obvious  that 
it  is  not  there  now.  Are  you  willing  to  consider  putting  that  or  some 
aspect  of  that  back  in? 

Mr.  Lew.  There  are  policies  that  are  in  our  budget  because  they 
are  our  preferred  way  to  solve  the  10-year  solvency  problem.  There 
are  other  poHcies,  some  of  which  are  not  included  because  we  have 
doctrinal  opposition  and  others  because,  frankly,  we  didn't  think  it 
was  necessary  or  the  best  way.  This  falls  into  the  latter  category. 
It  is  something  we  are  willing  to  talk  about. 

The  fact  is  that  Part  B  premiums  do  not  automatically  get  you 
any  benefit  in  the  Part  A  Trust  Fund.  So  in  order  for  it  to  benefit 
the  Part  A  Trust  Fund,  you  would  still  have  to  do  some  kind  of  a 
transfer  to  get  the  benefit  in  the  Part  A  Trust  Fund.  We  tried  to 
keep  the  number  of  things  that  involved  transfer  to  a  minimum. 

Senator  Frist.  In  closing,  I  would  like  to  try — and  I  know  it  is 
hard — to  elevate  ever3rthing  we  are  doing  for  this  5  years  or  6  years 
or  10  years,  to  elevate  it  one  ratchet  down,  because  I  think  we  have 
an  opportunity,  as  I  said,  being  optimistic,  to  put  enough  structural 
reform,  expanding  choice,  putting  competition  into  the  field,  and 
also  looking  at  things  like  affluence  testing  to  make  a  difference 
long  term. 

Ms.  Davis.  Senator,  I  think  you  raise,  if  I  could  add  to  that,  a 
good  option  to  be  explored,  the  income-related  premium.  What  you 
should  know  is  you  are  not  going  to  get  a  lot  of  revenue  from  it. 
Only  3  percent  of  medicare  outlays  go  to  people  with  incomes  over 
$50,000.  So  if  you  take  a  $100,000  cutoff,  you  are  really  talking 
about  peanuts.  The  concept  may  be  right  and  there  may  be  some 
justification,  particularly  in  the  future  as  you  have  a  growing,  pros- 
perous elderly.  But  you  are  not  going  to  get  much  revenue  from  it. 

Senator  Frist.  That  is  a  good  point.  Absolute  dollars,  and  that 
is  what  I  am  saying.  Let's  take  it  one  layer  down.  Let's  do  what 
is  right,  not  just  focus  on  the  numbers  to  give  us  a  good  feeling 
that  we  are  doing  something.  Let's  take  it  to  that  one  layer. 

I  am  way  over.  Let  me  turn — Senator  Murray,  technically  you 
are  next  if  you  would  like  to  proceed,  if  not,  I  am  going  to  turn  to 
Senator  Smith,  who  has  been  here  for  a  while. 

Senator  Murray.  Go  ahead,  and  I  will  go  after  Senator  Smith. 
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Senator  Frist.  Senator  Smith? 

Senator  Smith.  Thank  you,  Mr.  Chairman. 

To  our  witnesses,  thank  you  for  your  excellent  testimony  and  for 
being  here  this  morning.  I  would  like  to  commend  to  you  the  ques- 
tioning of  my  colleague,  Senator  Wyden,  with  respect  to  how  your 
proposals  and  legislation  v/ill  affect  the  efficient  versus  the  ineffi- 
cient, and  with  particular  care  to  rural  areas.  I  would  appreciate 
very  much  being  able  to  support  legislation  that  did  reflect  that. 

Number  two,  I  was  not  a  part  of  the  104th  Congress.  Neverthe- 
less, for  the  last  14  months  of  my  life,  the  President  twice,  the  Vice 
President  three  times,  and  millions  of  dollars  of  ads  were  presented 
to  Oregonians  suggesting  that  if  I  were  elected,  I  would  come  here 
and  cut  medicare.  Senator  Gregg  said  leave  it  on  the  table.  I  want 
to  ask  you:  If  I  support  the  Administration's  proposal,  Mr.  Lew, 
will  I  be  cutting  medicare? 

Mr.  Lew.  Senator,  the  words  "cut"  and  "reducing  the  rate  of 
growth"  have  taken  on  a  larger-than-life  meaning  in  this  city  over 
the  last  2  years.  And  to  be  clear  about  it,  there  are  reductions  in 
payments  to  providers  that  do  reflect  cuts  in  medicare.  There  is  a 
residual  growth  rate,  so  it  is  a  reduction  in  the  rate  of  growth.  Both 
statements  can  be  true. 

We  have  tried  very  hard  to  design  these  policies  so  that  they 
would  not  result  in  beneficiary  cuts,  either  in  terms  of  increases  of 
costs  that  beneficiaries  pay  or  in  terms  of  the  reduction  in  the 
availability  or  the  quality  of  services.  We  believe  that  this  plan 
that  we  have  proposed  will  result  in  changes  that  do  not  hurt  bene- 
ficiaries. But  the  question  of  whether  it  is  a  cut  or  whether  it  is 
a  reduction  in  the  rate  of  growth,  I  think  we  all  would  do  v/ell  to 
get  into  the  policy  and  beyond  the  descriptions,  because  you  are 
fortunate  to  have  not  been  through  the  last  2  years  of  the  debate. 
We  need  to  get  beyond  that  if  we  are  going  to  solve  the  problem. 

Senator  Smith.  I  was  a  part  of  the  debate  even  though  I  wasn't 
here.  But  I  guess  I  am  troubled.  Frankly,  I  hope  I  am  here  in  8 
years,  but  if  I  am  here  in  8  years  and  I  look  at  your  proposals — 
and  I  commend  you  for  stepping  up  to  the  bar  and  now  sajdng  we 
are  going  to  be  a  part  of  the  solution — but  looking  at  this  proposal, 
I  see  you  essentially  solving  a  little  more  than  four-fifths  of  the 
problem.  So  in  8  to  10  years,  we  will  have  to  deal  with  an  incred- 
ible problem.  It  seems  that  the  bridge  to  the  21st  century  with  re- 
spect to  medicare  gets  us  about  halfway  over  the  Grand  Canyon. 
And  so  I  am  wondering  if  there  is  anything  else  we  can  do  or  other 
proposals  that  may  be  out  there  that  \\dll,  in  fact,  solve  more  of  this 
problem. 

As  I  ask  this  very  general  question,  I  ask  you,  are  there  things 
relative  to  the  Oregon  Health  Plan  and  the  way  it  honestly  ap- 
proaches dealing  with  cost  savings  as  opposed  to  rationing  provid- 
ers, rationing  procedures?  I  don't  know,  but  we  have  to  start  talk- 
ing honestly  with  one  another  about  what  it  is,  in  fact,  we  are 
doing. 

Mr.  Lew.  Senator,  the  distinction  between  the  short-and  the 
long-term  problem  is  a  very  important  one,  and  we  have  wasted 
time  over  the  last  several  years  not  taking  a  step  towards  the 
short-term  solution.  The  short-term  solution  contributes  in  a  very 
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real  way  to  solving  the  long-term  problem.  It  comes  nowhere  near 
close  to  taking  care  of  it. 

Without  getting  into  the  mechanism  for  working  together  on  the 
long-term  problem,  clearly  that  is  a  discussion  that  has  to  get  un- 
derway. And  it  has  to  be  on  a  bipartisan  basis.  Hopefully,  we  will 
be  able  to  proceed  without  the  land  of  acrimony  that  was  engen- 
dered by  past  discussions  on  medicare.  We  believe  nothing  is  more 
important  than  to  solve  the  problem  so  that  medicare  is  assured  for 
people  who  are  retired  now,  and  for  people  who  are  working  now 
who  will  be  retired  in  the  next  century. 

In  response  to  the  question  about  the  Oregon  Health  System,  I 
am  not  an  expert  in  the  Oregon  Health  System.  I  am  probably  not 
the  best  person  to  ask  the  question  of.  I  have  tried  in  the  course 
of  the  testimony  this  morning  to  indicate  that  we  are  sensitive  to 
this  problem  and  that  we  do  look  forward  to  working  together. 

Senator  Smith.  Might  I  just  for  the  record  suggest,  I  saw  my 
former  colleague  and  now  my  Democrat  Governor  of  the  State  of 
Oregon  take  a  whole  lot  of  heat,  called  "The  Doctor  of  Death"  and 
other  things,  over  the  honesty  of  his  approach  in  saying  that  we 
have  a  problem,  we  have  unlimited  demand  for  health  care,  and  yet 
we  have  finite  resources  for  their  payment,  and  undertaking  a 
process  that  at  least  said  to  people  up  front  these  are  the  things 
which  get  the  most  result  and  accommodate  fiscal  realities  that  we 
have. 

I  hope  that  you  will  at  least  look  at  the  Oregon  Health  Plan  as 
a  model,  perhaps  as  a  way  to  solve  some  of  the  medicare  problem 
we  all  need  to  overcome. 

Thank  you,  Mr.  Chairman. 

Senator  Frist.  Senator  Murray? 

Senator  Murray.  Thank  you,  Mr.  Chairman,  and  thank  you  to 
the  panel  for  an  excellent  discussion  that  I  have  been  following, 
some  from  my  office  this  morning.  I  came  over  and  I  have  a  few 
specific  questions  I  wanted  to  ask,  but  I  really  appreciate  all  of  the 
input  that  we  have  been  given  this  morning  on  this  extremely  im- 
portant part  of  our  Health  Care  System. 

Specifically  in  the  highlights  of  the  President's  Medicare  Reform 
Package,  you  state  that  there  is  a  new  provision  for  the  Alzheimer's 
respite  benefit  that  will  start  in  1998,  which  I  am  delighted  to  see. 
I  really  want  to  commend  the  Administration  for  talking  a  look  at 
this  critical  issue.  It  often  affects  women  a  lot  who  end  up  being 
the  caregivers  for  someone  with  Alzheimer's,  and  I  am  delighted  to 
see  this. 

I  wanted  to  ask  specifically  how  you  are  going  to  see  this  benefit 
be  administered.  Is  there  going  to  be  a  copajmient?  How  many  days 
or  hours  of  respite  care  will  be  covered?  Do  you  have  specifics  on 
that  that  you  can  share  with  us? 

Mr.  Lew.  Senator,  the  Alzheimer's  respite  benefit  is  about  a 
week.  I  would  have  to  get  back  to  you  with  the  exact  details,  and 
we  did  go  out  of  our  way  to  have  it  take  effect  as  soon  as  possible 
because,  as  you  know,  we  share  your  view  that  it  is  very  important 
both  in  terms  of  fairness  to  the  families  and  in  terms  of  providing 
real  relief,  and  also  in  terms  of  keeping  people  at  home  and  ulti- 
mately reducing  costs.  We  would  be  nappy  to  get  back  to  you  with 
the  full  details  of  the  proposal. 
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Senator  Murray.  OK.  I  would  appreciate  seeing  that  as  soon  as 
you  can  get  it  put  together,  but  I  commend  you  for  addressing  that 
within  this. 

[The  following  was  subsequently  submitted  for  the  record  by  Mr. 
Lew:] 

The  budget  would  establish  a  medicare  respite  benefit  for  beneficiaries  with  Alz- 
heimer's disease  or  other  irreversible  dementia  beginning  on  January  1,  1998.  The 
benefit  would  cover  up  to  32  hours  of  care  per  year  and  would  be  administered 
through  home  health  agenices  or  other  entities  as  determined  by  the  HHS  Sec- 
retary. There  would  be  no  beneficiary  coinsurance  requirement  for  this  benefit. 

Senator  Murray.  As  part  of  the  package  the  President  is  propos- 
ing, he  is  looking  at  shifting  a  portion  of  the  home  health  care  serv- 
ices from  Part  A  to  Part  B,  and  the  outline  that  I  have  states  that 
beneficiaries  will  not  be  affected.  Does  that  mean  that  there  will 
not  be  a  copayment  required  when  that  shift  occurs? 

Mr.  Lew.  There  is  no  proposal  for  a  copayment. 

Senator  Murray.  So,  the  package  does  not  have  any  copayment? 

Mr.  Lew.  That  is  correct.  Senator. 

Senator  Murray.  OK.  Let  me  ask  a  more  general  question  be- 
cause a  lot  of  the  discussion  today  has  been  on  fixing  medicare  and 
controlling  costs  and  it  always  occurs  to  me  that  we  are  looking  at 
just  a  segment  of  our  health  care  costs  in  this  country  when  we  dis- 
cuss medicare.  Is  it  really  possible  to  look  at  savings  when  we  are 
only  looking  at  a  specific  portion  without  talking  about  the  entire 
health  care  that  this  country  has? 

Mr.  Lew.  It's  a  good  question.  Obviously  we  have  to  look  at  it  at 
the  moment  in  the  context  of  the  Medicare  and  Medicaid  Systems 
when  we  look  at  government  expenses  for  the  Health  Care  System. 
In  the  discussion  we  have  had  this  morning  regarding  health  main- 
tenance organizations,  it's  an  area  where  one  could  very  fruitfully 
pursue  the  question  of  the  extent  to  which  medicare  has  been  sup- 
porting to  some  extent  non-medicare  costs. 

Our  view  is  that  we  have  to  cover  the  costs  of  medicare  and  med- 
icaid adequately  to  ensure  that  benefits  are  available  to  all  eligible 
beneficiaries. 

The  problem  of  the  broader  Health  Care  System  is  one  we  tried 
to  deal  with  several  years  ago.  We  obviously  have  made  more 
progress  working  together  on  a  bipartisan  basis  with  some  incre- 
mental steps  over  the  last  year.  But  hopefully  we  can  continue  to 
make  progress  in  further  incremental  steps.  But  it  is  obviously  a 
very  big  problem  and  a  very  big  issue  facing  the  country  still. 

Senator  Murray.  Well,  I  do  understand  that  we  need  to  look  at 
the  costs  of  medicare  and  that  all  proposals  coming  in  front  of  us 
will  look  at  controlling  those  costs.  But  I  have  a  growing  concern 
about  the  number  of  children  in  this  country  who  are  uninsured. 
And  I  am  always  worried  that  if  we  contain  the  costs  to  one  specific 
population  that  another  population  will  see  dramatic  increases  in 
their  costs  as  a  result  of  that. 

We  are  trying  to  put  forward  some  proposals  in  this  Congress  to 
address  children's  health.  I  hope  that  it  becomes  an  increasing  pri- 
ority but  are  you  concerned  that  if  we  just  look  at  focusing  on  med- 
icare for  senior  citizens  that  a  population,  such  as  children,  will  be 
adversely  impacted? 
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Mr.  Lew.  Well,  we  certainly  in  other  parts  of  our  budget,  as  you 
will  see  in  just  a  few  days,  share  the  concern  about  children's  cov- 
erage and  there  are  initiatives  in  our  budget  that  will  address  that 
issue. 

It  may  not  fully  answer  your  question  to  say  that  we  have  to  deal 
with  medicare  in  the  context  of  the  Medicare  Program  and  try  to 
deal  with  the  very  real  problem  that  many,  many  people  and  par- 
ticularly children  lack  coverage. 

We  have  tried  to  deal  with  that  in  the  confines  of  a  balanced 
budget  as  aggressively  as  we  could.  It  is  obviously  something  that 
is  very  important  to  the  President  and  to  the  Administration  and 
we  would  look  forward  to  working  with  the  Congress  to  making  as 
much  progress  in  that  area  as  we  can. 

Ms.  Davis.  If  I  could  just  add  to  that,  I  do  think  that  when  you 
squeeze  medicare  payments  to  providers,  you  squeeze  their  ability 
to  provide  uncompensated  care  to  the  uninsured.  So,  that  as  you 
do  tighten  down  medicare  payments,  those  teaching  hospitals, 
those  inner-city  hospitals,  those  rural  hospitals  that  are  taking  care 
of  uninsured  children,  iminsured  adults,  because  they  have  some 
money  left  over  from  being  paid  by  medicare,  are  less  able  to  do 
that. 

And  it's  also  very  true  that  as  managed  care  grows  that  it 
squeezes  out  cross-subsidies  in  the  system  that  take  care  of  the  un- 
insured. So,  I  think  it  is  more  urgent  that  we  address  the  issue  of 
the  uninsured  and  do  what  we  can  to  do  some  incremental  expan- 
sion of  coverage,  because  I  think  it's  going  to  be  harder  in  the  fu- 
ture as  you  have  a  tighter  health  care  system  for  the  uninsured  to 
get  any  free  care  or  care  available  fi-om  providers. 

Senator  Murray.  So,  as  we  move  forward  on  these  medicare  pro- 
posals, we  need  to  be  looking  ahead  to  determine  what  populations 
are  going  to  be  dramatically  impacted  by  that,  such  as  children  and 
have  plans  in  place  for  that  as  well. 

Ms.  Davis.  That's  right. 

Mr.  Lew.  Senator  Murray,  we  tried  in  designing  this  policy  to 
take  into  consideration  those  concerns.  For  example,  we  did  not 
propose  a  reduction  in  the  DSH  payment.  We  do  have  the  pools  for 
academic  health  centers.  It  is  something  that  you  don't  stop  at  one 
point  in  time  and  say  you  have  dealt  with  the  problem.  But  we 
very  much  share  the  concern  and  have  tried  to  design  the  program 
in  a  way  that  will  have  minimal  impacts.  Though,  obviously,  it's  a 
large,  complicated  and  integrated  health  care  system  and  it  is  dif- 
ficult to  say  it  will  have  no  effect  but  we  think  we  have  addressed 
it  in  an  appropriate  way. 

Senator  Murray.  I  just  think  it  is  important  that  we  go  in  with 
our  eyes  open  and  be  aware  of  what  we  are  not  watching  for  as  we 
impact  one  area  of  health  care. 

Thank  you  very  much,  Mr.  Chairman. 

Chairman  Domenici  [presiding].  Senator  Grassley,  do  you  want 
to  inquire? 
Senator  Grassley.  Yes. 

Statement  of  Senator  Charles  E.  Grassley 

Mr.  Chairman,  our  hearing  today  is  on  what  will  almost  certainly  prove  to  be  one 
of  the  most  important,  and  most  difficult,  issues  before  us.  That  is  now  to  put  the 
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Medicare  Program  on  a  sound  financial  footing.  The  bottom  line  is  that  this  is  a 
problem  which  is  going  to  take  a  bipartisan  solution. 

Just  last  year  we  saw  medicare  reform  break  down  over  partisan  concerns.  And 
spending  in  the  program  increased  by  $38  billion  during  the  104th  Congress  as  we 
bickered.  Further  delay  will  only  make  the  choices  more  difficult  and  the  necessary 
steps  to  put  the  program  on  a  sound  finanical  footing  more  painful  for  everyone. 

If  we  fail  to  work  in  a  bi-partisan  way,  and,  as  a  result,  put  off  the  necessary  ac- 
tion, it  will  be  bad  for  the  Medicare  Program,  bad  for  beneficiaries,  and  bad  for  our 
children  and  grandchildren  who  will  shoulder  the  burden  of  our  inaction. 

The  Budget  Committer  has  a  tradition  of  working  in  a  bi-partisan  fashion  to  solve 
problems.  The  announcement  yesterday  that  the  President  has  taken  a  step  toward 
Republicans  on  medicare  is  welcome  news  and  seems  to  open  the  door  to  bi-partisan 
solutions.  This  is  the  least  the  Administration  could  have  done  given  the 
demogoguery  they  engaged  in  last  year  on  medicare. 

But,  if  the  President  is  willing  to  take  the  first  step.  Republicans  will  help.  We 
have  to  do  the  responsible  thing.  Which  is  not  to  shy  away  from  the  difficult  choices 
we  have  to  make  on  medicare. 

Senator  Grassley.  Mr.  Lew,  when  you  proposed  the  reduction 
for  HMOs  from  95  to  90,  that,  in  and  of  itself,  doesn't  deal  with 
the  problem  of  rural  inequity  in  the  AAPCC  for  rural  areas.  Do  you 
deal  with  that  problem  at  all? 

Mr.  Lew.  We  do  have  a  policy  dealing  with  rural  providers.  And 
I  have  to  apologize  that  I  am  not  the  person  in  the  Administration 
who  can  explain  that  in  the  kind  of  detail  that  I  think  you  would 
like.  I  would  be  happy  to  have  an  appropriate  person  respond  to 
you. 

Senator  Grassley.  OK. 

Well,  I  think  I  would  ask  for  a  response  in  writing  because  I  will 
need  it  because  of  the  hearings  I  will  have  as  chairman  of  the 
Aging  Committee  on  this  area  as  well. 

My  concern  there  is  that  the  average  per  month  per  beneficiary, 
for  instance  in  my  State,  would  be  $288  and  in  some  urban  areas 
like  Miami  it  is  $670.  In  the  Bronx  it  is  $700.  And  whatever  bene- 
fits there  are  to  managed  care,  we  will  never  get  in  rural  America 
with  $288,  whether  it  is  at  90  percent  or  95  percent  of  reimburse- 
ment. And  we  obviously  want  that  alternative  because  there  are 
certain  benefits  that  go  to  people  who  are  in  HMOs — wellness  pro- 
grams, lower  copays,  the  ability  of  pharmaceuticals  and  some  of 
those  things — that  we  would  like  to  have  in  rural  America  as  well. 

Mr.  Lew.  Senator,  our  plan  calls  for  a  billion  dollars  to  be  in- 
vested in  rural  health  care  through  a  modification  of  the  pa3rment 
rate  by  recognizing  facilities  that  are  not  full  service  hospitals  for 
reimbursement  by  reflecting  the  differences. 

I  cannot  address  in  full  detail  how  that  works,  but  we  have  tried 
to  be  responsive  to  that  and  we  are  concerned  about  the  impact  of 
the  plan  on  rural  areas. 

Senator  GRASSLEY.  Well,  as  I  recall  from  the  debate  2  years  ago, 
a  billion  dollars  goes  a  long  way  in  addressing  that  inequity. 

Now  then,  the  second  point  I  would  make  is  that  it  is  my  under- 
standing that  you  don't  want  to  institute  any  of  these  changes  for 
3  years.  When  it  comes  to  the  rural/urban  inequity  on  the  AAPCC, 
we  can't  wait  3  years. 

In  fact,  we  had  the  minimum  reimbursement  starting  January  1, 
1996.  It  would  have  been  $300.  And  then  that  reimbursement 
would  have  been  raised  January  1,  1997  to  $350  per  month  per 
beneficiary.  And  it  seems  to  me  at  least  from  that  standpoint,  we 
have  got  to  address  that  very  early  and  I  will  just  leave  it  at  that 
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unless  you  are  saying  that  that  biUion  dollars  does  address  that 
earlier  than  the  3  years. 

Mr.  Lew.  Senator,  to  tell  vou  the  truth,  I  am  not  certain  of  the 
effective  date  on  it.  I  would  be  happy  to  get  back  to  you  with  a  de- 
tailed answer  on  that. 

Senator  Grassley.  Fine. 

[The  following  was  subsequently  submitted  for  the  record  by  Mr. 
Lew:] 

As  discussed  in  the  response  to  Senator  Wyden,  the  budget  proposes  to  phase  in 
a  reduction  in  the  pajmient  rate  from  95  percent  of  fee-for-service  rates  to  90  per- 
cent, saving  $6  bilUon  over  5  years.  This  policy  does  not  begin  until  fiscal  year  2000, 
in  order  to  give  the  industry  time  to  prepare. 

Senator  Grassley.  Also,  when  it  comes  to  changing  the  rate  of 
increase  for  reimbursement  to  hospitals,  how  many  rural  hos- 
pitals— well,  actually  I  shouldn't  ask  just  for  rural  hospitals,  be- 
cause sometimes  in  the  central  city  hospitals  have  a  problem  when 
we  do  this  and  they  close  down  as  well — how  many  hospitals  do 
you  anticipate  are  going  to  close  over  this  period  of  time  between 
now  and  the  year  2002  if  we  go  with  your  suggestions? 

Mr.  Lew.  I  cannot  really  respond  to  that.  Senator.  It's  something 
I  would  be  happy  to  go  back  to  our  Department  of  Health  and 
Human  Services  and  try  to  get  an  answer  to  you. 

Senator  Grassley.  Yes;  but,  obviously,  you  would  say  some  hos- 
pitals would  be  adversely  affected  and  close? 

Mr.  Lew.  In  a  very  general  way  and  without  suggesting  that  I 
can  answer  the  question  specifically,  if  you  look  at  the  policy  we 
have  proposed  on  hospital  reimbursement  and  compare  it  to  the 
most  recent  independent  report,  the  ProPAC  Report,  we  are  sug- 
gesting an  increase  in  the  market  basket  but  less  than  the  rate  of 
inflation.  Their  suggestion  was  fi^eezing  it,  no  increase  at  all. 

One  could  argue  that  there's  more  room  to  reduce  hospitals  than 
we  have  taken.  It  is  something  that  we  are  still  looking  at  it.  I 
know  the  Congress  is  still  looking  at  and  we  think  that  the  savings 
in  the  hospital  area  are  balanced  and  we  would  hope  that  there  is 
not  that  kind  of  disruption.  But  I  would  rather  get  back  to  you  with 
the  specific  answer  than  guess  at  it. 

Senator  Grassley.  But,  obviously,  it  has  got  to  be  part  of  your 
policy  understanding  when  that  is  implemented  that  there  are 
some  hospitals  that  are  going  to  close,  right? 

Mr.  Lew.  There  is  certainly  a  risk  that  we  have  to  be  attentive 
to. 

[The  following  was  subsequently  submitted  for  the  record  by  Mr. 
Lew:] 

While  it  is  not  possible  to  estimate  precisely  how  individual  health  care  providers 
would  be  affected  by  the  President's  budget  proposals,  we  know  that  the  Prospective 
Payment  Assessment  Commission  (ProPAC),  created  by  Congress  to  offer  advice  on 
policies  affecting  medicare  payments  to  hospitals  and  other  facilities,  recently  an- 
nounced preliminary  data  showing  that  the  majority  of  the  Nation's  hospitals  have 
record-setting  medicare  margins.  ProPAC  believes  that  these  margins  are  evidence 
that  hospitals  have  become  more  efficient.  Accordingly,  ProPAC  recommends  that 
hospitals  receive  no  update  in  their  medicare  payments  in  fiscal  year  1998;  this 
would  be  equivalent  to  "market  basket  minus  2.8  percent." 

The  Administration  has  not  proposed  the  deeper  update  reduction  recommended 
by  ProPAC.  Instead,  the  budget  spreads  the  hospital  reductions  across  a  number  of 
different  areas  of  hospital  payment.  When  viewed  as  a  whole,  the  Administration's 
hospital  proposals  balance  the  need  to  contain  medicare  costs  with  ensuring  access 
to  quality  care.  We  do  not  believe  these  policies  would  cause  hospitals  to  close. 
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Senator  Grassley.  Also,  to  accomplish  the  goal  you  seek  by  the 
year  2002,  with  the  changes  you  make  in  medicare  both  Part  A  and 
Part  B  and  also  regardless  of  whether  home  health  care  is  in  Part 
B  or  Part  A,  what  is  the  rate  of  growth  of  medicare  over  that  pe- 
riod of  time? 

Mr.  Lew.  Senator,  that  question  has  been  asked.  I  do  not  have 
that  number  for  you  today.  Before  our  budget  is  released  we  will 
be  able  to  answer  that  question. 

Senator  Grassley.  OK. 

[The  following  was  subsequently  submitted  for  the  record  by  Mr. 
Lew:] 

Table  2.  Medicare  Outlays,  Gross  of  Offsetting  Receipts 
Average  Annual  Growth  Over: 
Five  Years     Six  Years       Ten  Years 
(97-02)        (97-03)  ^97-07^ 

Current  Law 

Total  Gross  Outlays  8.7%  8.7%  8.5% 

Per  Capita  Gross  Outlays      7.4%  7.4%  7.2% 


Total  Gross  Outlays  6.5%  7.0% 

Per  Capita  Gross  Outlays      5.3%  5.8% 

Senator  GRASSLEY.  Mr.  Chairman,  Fm  done. 

Chairman  DOMENICI.  About  8.5  percent  or  8^4  percent,  some- 
thing like  that  but  an3rsvay  we  will  wait  for  them  to  tell  you. 

Senator  Grassley.  Which  would  be  about  50  percent  more  than 
what  the  Administration  was  projecting  it  would  grow  under  the 
1993  health  reform. 

Chairman  DOMENICL  I  don't  know  what  their  proposal  is.  I  strike 
my  answer. 

Senator  GRASSLEY.  OK. 

Chairman  DOMENICL  Let's  see  what  theirs  is. 

Mr.  Lew.  The  question  was  asked  and  I  wish  I  had  asked  the 
question  before  I  came  here  so  I  would  be  able  to  answer  it.  But 
that  is  a  calculation  we  literally  can't  run  until  our  data  base  is 
slightly  more  close  to  final  than  it  is  today. 

Senator  GRASSLEY.  Well,  maybe  I  still  have  some  time. 

What  do  you  think  is  the  long-term  sustainable  rate  that  we  can 
have  in  order  to  have  a  viable  medicare  system? 

Dr.  WiLENSKY.  I  think  we  need  to  look  at  it  in  terms  of  a  per 
capita  growth  rates  because  there  will  be  a  big  jump  in  the  popu- 
lation at  the  end  od  the  next  decade. 

I  think  a  reasonable  rate  would  be  per  capita  growth  rates  of  5 
to  6  percent — which  will  mean  more  total  spending  by  the  way.  We 
don't  have  the  financing  to  sustain  this  much  growth  beyond  2010. 
We  can  do  better  than  we  have  been  by  changing  how  people  pur- 
chase health  care,  encouraging  them  to  buy  an  integrated  package 
of  care  rather  than  medicare  with  Medigap  sitting  on  top  of  medi- 


7.6% 
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care.  This  tiered  insurance  is  expensive  to  medicare  and  is  an  inef- 
ficient way  to  purchase  health  insurance. 

This  rate  of  spending  would  get  us  closer  to  the  CPI  growth  rate. 
CPI  has  been  running  3.5,  4  percent.  Fortunately  there  is  a  lot  of 
excess  capacity  in  health  care.  This  will  make  it  easier  to  slow 
down  the  spending  rate.  Some  of  those  hospitals  that  you  men- 
tioned, not  the  ones  that  are  sole  community  hospitals,  and  not 
some  of  the  critical  urban  hospitals  either,  may  be  downsized. 

Ms.  Davis.  I  think  you  really  have  to  look  at  a  sustainable  rate 
of  growth  in  terms  of  the  health  sector  and  not  in  terms  of  the 
budget  or  the  economy  as  a  whole.  It  might  be  nice  if  medicare 
would  only  grow  at  4  percent  so  the  budget  wouldn't  have  to  accom- 
modate a  rising  share  of  the  Medicare  Program,  but  over  the  long- 
term  medicare  has  to  grow  at  the  same  rate  of  health  care  costs 
in  the  system  as  a  whole  on  a  per  capita  basis,  you  know,  adjusted 
for  the  age  difference  of  the  elderly. 

Otherwise,  medicare  beneficiaries  really  are  not  going  to  have  ac- 
cess to  quality  care.  So,  what  you  really  need  to  get  from  the  Ad- 
ministration or  from  CBO  is  what  can  the  private  health  sector  be 
expected  to  grow  over  the  next  6  to  10  years?  And  I  think  that  you 
have  to  bear  that  in  mind  as  you  aim  for  a  rate  of  growth  in  medi- 
care. 

I  know  CBO  in  the  past  was  projecting  about  a  7  percent  growth 
rate  in  the  private  sector.  It's  hard  for  medicare  to  grow  at  5  per- 
cent over  any  period  of  time  without  worrying  about  the  quality  of 
care  available  to  medicare  beneficiaries. 

I  know  this  week  Foster  Higgins  came  out  with  their  new  data 
on  what  is  happening  with  employer  premiums.  They  are  caution- 
ing that  they  are  starting  back  up.  We've  had  a  lull  for  a  few  years 
in  the  private  sector  and  they  don't  see  that  continuing. 

So,  I  think  we  have  to  be  realistic  and  we  really  have  to  think 
what  are  we  doing  to  the  Medicare  Program  relative  to  what  is 
happening  in  the  health  sector  as  a  whole. 

Chairman  DOMENICI.  Thank  you.  Senator. 

Senator  Frist,  do  you  have  additional  questions? 

Senator  Frist.  I  have  a  couple  of  quick  questions,  just  really  for 
clarification  that  we  haven't  mentioned.  The  $10  billion  new  pool 
of  funding  direct  pa)anents  to  academic  health  centers,  a  concept 
which  generally  we  have  put  forward  as  well  in  the  Congress  in  the 
past.  Is  that  an  increase  or  decrease  from  how  much  the  academic 
health  centers  receive  now? 

Mr.  Lew.  I  have  not  seen  the  number  compared.  I  think  it  is  an 
increase  but  I  have  to  check.  It  is  better  targeted  by  taking  it  out 
of  the  current  system,  but  as  to  whether  it  is  an  increase,  I  will 
have  to  check  that. 

Senator  Frist.  If  you  could  provide  some  clarification  on  that,  it 
would  be  helpful.  It  is  a  concept  that  is  important  but  has  huge  im- 
plications, huge  implications  for  the  fixture  Health  Care  Delivery 
System. 

Ms.  Davis.  Senator,  if  I  could  just  point  out  something.  I  think 
that  was  a  5-year  nimiber  and  CBO  in  their  baseline  estimates 
that  in  1996  medicare  support  of  indirect  medical  education  is  $4.3 
billion  and  direct  is  $2.4,  a  total  of  $6.7  billion  a  year  is  what  medi- 
care is  now  making  in  pajonents  to  academic  health  centers. 
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So,  I  do  not  know  what  is  happening,  whether  all  of  that  is  going 
away. 

Senator  Frist.  Right.  That  is  my  fundamental  question. 

Mr.  Lew.  Senator,  just  to  clarify,  our  policy  would  not  remove  all 
of  the  payments  in  the  current  system.  It  only  carves  out  the  por- 
tion that  is  in  managed  care.  So,  comparing  the  totals  would  not 
give  you  the  answer  to  your  question. 

Senator  Frist.  Well,  my  question  for  both  of  those — because  we 
cannot  decide  that  now — is  fundamentally  whatever  you  are  doing 
with  the  three  groups,  academic  headth  care  centers,  indigent 
health  care,  medical  education  with  this  policy,  with  these  num- 
bers, me  back  with  my  physician,  how  is  that  going  to  affect  medi- 
cal education,  is  it  an  increase,  decrease,  what  should  they  be 
thinking? 

Mr.  Lew.  I  believe  it  is  an  increase  if  you  compare  it  to  what  we 
are  leaving  in  the  current  system,  but  it  is  going  to  take  a  number 
of  calculations. 

Senator  Frist.  If  you  can  just  provide  that  later. 

Mr.  Lew.  Absolutely. 

Senator  Frist.  It  helps  me  from  a  policy  standpoint,  again  going 
back  to  the  policy  needs  to  be  driving  this. 

Number  two,  going  back  to  the  home  health  care  and  the  shift, 
getting  away  from  much  of  the  argument  we  have  heard  today. 
Home  health  care  today,  what  is  the  total  dollar,  roughly,  in  home 
health  care  today?  Do  you  know? 

Ms.  Davis.  Roughly  $20  billion  a  year. 

Senator  Frist.  Let's  use  that  figure  and  then  we  can  provide  it 
later  for  the  record.  What  percentage  of  that — if  this  policy  today 
had  the  first  hundred  home  headth  care  visits — what  percentage  of 
that  stays  in  Part  A  and  what  percentage  if  that  policy  were  in  ef- 
fect today  is  going  to  go  to  Part  B? 

Mr.  Lew.  It  is  roughly  half  and  half 

Senator  Frist.  So,  it  is  about  half  and  half  So,  we  are  taldng 
Part  A,  about  half  of  it,  moving  it  to  Part  B. 

Now,  that  is  not  going  to  be  calculated  when  we  calculate  the  25 
percent  premium  payment. 

Mr.  Lew.  Right. 

Senator  Frist.  My  question  is,  on  an  annual  basis  as  far  out  as 
you  are  going  to  go,  5,  6  or  10  years,  what  will  that  percentage  ac- 
tuary be?  I  understand  how  much  you  pay  mil  be  25  percent.  But 
since  we  are  putting  a  fast  growing  part,  that  is  home  health  care, 
in  Part  B,  obviously  the  cost  are  going  to  escalate  tremendously — 
you  would  argue  not  as  fast  as  in  the  past  because  of  prospective 
payment — ^but  still  tremendously  yet  we  are  only  requiring  people 
to  pay  25  percent  of  a  premium  in  which  that  is  not  even  consid- 
ered. 

So,  what  Fm  interested  in  is  each  year,  each  of  these  out  years, 
payments  coming  in,  what  will  that  be  as  a  percentage  of  the  over- 
all cost  in  Part  B  if  your  policy  is  adopted? 

Mr.  Lew.  We  would  be  happy  to  do  those  calculations. 

Senator  Frist.  That  would  be  heipfiil  and  I  think  again  hard 
data  that  we  can  talk  about  the  issues. 

I  think  that  is  fine,  Mr.  Chairman,  thank  you. 
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[The  following  was  subsequently  submitted  for  the  record  by  Mr. 
Lew:] 

In  scoring  the  home  health  reallocation,  the  medicare  actuaries  transferred  from 
Part  A  to  Part  B  the  portion  of  Part  A  spending  that  represents  visits  over  100  fol- 
lowing a  hospital  stay  or  that  is  not  connected  to  a  prior  hospital  stay.  This  turns 
out  to  represent  70  percent  of  home  health  costs.  In  other  words,  30  percent  of  home 
health  spending  would  remain  in  Part  A  and  70  percent  would  be  paid  for  by  Part 
B. 

Assuming  enactment  of  all  of  the  medicare  policies  in  the  budget,  the  home  health 
outlays  reallocated  to  Part  B  would  comprise  about  14  percent  of  total  Part  B  man- 
datory spending  over  1998-2002  and  beneficiary  premium  receipts  would  be  ap- 
proximately 21  percent  of  total  Part  B  mandatory  spending  over  1998-2002. 

Medicare  spending  and  growth  rates  can  be  presented  two  different  ways. 

Table  1  shows  medicare  spending  growth  as  measured  by  "net"  outlays,  i.e.  total 
medicare  spending  minus  receipts  from  beneficiary  premium  payments  (mostly  Part 
B  premiums).  "Net"  outlays  show  the  Federal  Government's  share  of  medicare 
spending,  and  this  is  the  typical  presentation  of  medicare  spending  in  the  Presi- 
dent's budget. 


Table  1 .  Medicare  Outlays,  Net  of  Offsetting  Receipts 
Average  Annual  Growth  Over: 
Five  Years      Six  Years       Ten  Years 
^97-02^        (97-03)  (97-07) 

Current  Law 

Total  Net  Outlays  9.0%  9.0%  8.9% 

Per  Capita  Net  Outlays         7.8%  7.8%  7.5% 

President's  Plan 

Total  Net  Outlays  6.3%  6.8%        ;  7.3% 

Per  Capita  Net  Outlays         5.1%  5.6%  6.0% 


Table  2  shows  medicare  spending  growth  as  measured  by  "gross"  outlays,  i.e.  total 
medicare  spending  fmancea  by  the  Federal  Government  plus  beneficiary  premium 
payments.  Gross  outlays  show  the  Nation's  total  spending  on  medicare  and  are  a 
more  appropriate  measure  to  use  in  comparing  medicare  growth  rates  to  private  sec- 
tor health  spending  growth  rates. 

Table  2.  Medicare  Outlays,  Gross  of  Offsetting  Receipts 
Average  Annual  Growth  Over: 
Five  Years     Six  Years       Ten  Years 

r97-Q2^  (3im  (97-07) 

Currgnt  Law 

Total  Gross  Outlays  8.7%  8.7%  8.5% 

Per  Capita  Gross  Outlays      7.4%  7.4%  7.2% 


President's  Plan 
Total  Gross  Outlays 
Per  Capita  Gross  Outlays 

Chairman  Domenici.  Thank  you,  Senator. 

First  of  all,  let  me  say  I  mentioned  that  I  thought,  based  on  some 
of  my  staffs  figuring,  that  maybe  that  25  percent,  Mr.  Lew,  that 


6.5%  7.0%  7.6% 

5.3%  5.8%  6.2% 
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we  were  not  going  to  have  paid  for  as  part  of  Part  B  but  rather 
come  out  of  X  general  taxpayers.  I  said  I  thought  maybe  it  was  $98 
biUion  or  so. 

I  am  told  if  the  split  is  50/50  that  it  is  more  like  $150  billion  over 
10  years  that  we  are  asking  somebody  else  to  pay  for.  But  I  would 
like  you  

Mr.  Lew.  I  do  not  believe  that  that  is  correct  over  the  period.  It 
is  under  100,  I  believe. 

Chairman  DOMENICI.  Could  you  give  us  the  estimates  since  you 
have  done  a  10-year  salvage  plan,  could  you  give  us  a  10-year  in- 
crement that  we  are  forgiving  in  a  sense? 

Mr.  Lew.  I  would  be  happy  to  get  back  to  you  with  that,  Mr. 
Chairman. 

Chairman  DOMENICI.  OK. 

[The  following  was  subsequently  supplied  for  the  record  by  Mr. 
Lew:] 

The  home  health  reallocation  policy  would  transfer  $82  billion  in  outlays  out  of 
the  Part  A  (Hospital  Insurance)  Trust  Fund  over  5  years,  and  $202  billion  over  $10 
years. 

Let  me  thank  you,  particularly,  for  staying  longer  than  you  had 
intended.  I  assume  it  was  so  interesting  to  you,  you  could  not 
leave.  [Laughter.] 

Mr.  Lew.  It  proved  to  be  both  interesting  and  I  hope  informative. 

Chairman  Domenici.  It  was. 

And  I  also  hope  that  you  understand  and  those  listening  under- 
stand that  I  believe  most  of  the  questioning  today  was  really  rel- 
evant. I  don't  think  anybody  got  off  base,  went  on  other  issues  and, 
you  know,  there  is  a  lot  of  ill  feeling  still  around  and  it  is  going 
to  take  a  while  for  it  to  go  away  if  we  really  start  to  close  ranks 
and  see  if  we  cannot  do  something  together,  and  it  does  provide  a 
pretty  eloquent  atmosphere  for  political  discussions.  And  I  hope 
you  understand  that  and  I  hope  the  people  in  the  White  House  un- 
derstand it.  I  thought  it  was  very  informative  and  to  the  other 
three  witnesses,  thank  you,  and  you  got  a  bird's-eye  glimpse  of  the 
new  Administration's  current  proposal. 

If  you  have  some  further  thoughts  on  it,  any  of  you,  after  you 
leave  here  and  get  some  more  analysis  done,  we  would  greatly  ap- 
preciate it  if  you  would  submit  it  in  writing.  If  not,  we  stand  ad- 
journed until  Tuesday. 

[Whereupon,  at  1:01  p.m.,  the  committee  was  adjourned  to  recon- 
vene on  Tuesday,  January  28,  1997.] 

WRITTEN  QUESTIONS  FROM  SENATOR  DURBIN  TO  MR.  LEW 
AND  THE  RESPONSES 

Question.  What  would  the  part  B  premium  increases  be  if  the  home  health 
reallocation  were  included  in  the  calculation  of  the  Part  B  premium? 

Answer.  The  monthly  Part  B  premium  in  calendar  year  1998  would  increase  by 
approximately  $6.20  if  the  reallocated  home  health  outlays  were  included  in  the  pre- 
mium calculation.  In  2002,  the  monthly  premium  would  be  approximately  $9.40 
higher. 

Under  the  policies  in  the  budget  (i.e.,  extending  the  reallocated  home  health  out- 
lays but  extending  the  current  25  percent  Part  B  premium),  the  monthly  premium 
in  1998  would  be  $47.30  and  in  2002  would  be  $63.80.  Thus,  if  the  reallocated  home 
health  outlays  were  added  to  the  premium  calculation,  the  total  monthly  premium 
in  calendar  year  1998  would  be  $53.50,  and  in  2002  it  would  be  $73.20. 
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Question.  Please  provide  more  background  regarding  Administration's  consider- 
ation of  rural  health  in  its  plan. 

Answer.  The  impact  of  tne  fiscal  year  1998  President's  budget  on  managed  care 
payments  in  rural  areas  is  discussed  in  the  answer  to  Senator  Wyden's  question. 

In  addition,  the  budget  includes  about  $1  billion  in  new  medicare  fee-for-service 
spending  over  fiscal  year  1998-2002  to  safeguard  access  to  health  care  for  rural 
beneficiaries.  The  budget:  (1)  extends  the  Rural  Referral  Center  Program;  (2)  allows 
direct  medicare  reimbursement  for  nurse  practitioners,  clinical  nurse  specialists, 
and  physician  assistants;  (3)  improves  the  Sole  Community  Hospital  Program;  (4) 
expands  the  Rural  Primary  Care  Hospital  Program;  and  (5)  extends  the  Medicare 
Dependent  Hospitals  Program. 

The  Rural  Referral  Center  Program  allows  certain  large  rural  hospitals  to  receive 
higher  medicare  payments  as  if  they  were  located  in  urban  areas  in  order  to  support 
access  to  specialized  medical  services  in  rural  areas.  The  budget  would  allow  facili- 
ties currently  designated  as  Rural  Referral  Centers  to  maintain  that  designation 
permanently. 

Sole  Community  Hospitals  are  hospitals  that  (because  of  factors  such  as  isolated 
location,  weather  conditions,  or  absence  of  other  hospitals)  are  the  sole  source  of  in- 
patient services  reasonably  available  in  a  geographic  area.  Sole  Community  Hos- 
pitals receive  increased  payments,  based  on  their  costs.  The  budget  would  add  an 
additional  base  year  for  cost-based  payment  calculations  for  Sole  Community  Hos- 
pitals. 

The  Rural  Primary  Care  Hospital  (RPCH)  Program  is  a  demonstration  that  pro- 
vides cost-based  pavments  for  certain  very  small  rural  hospitals  in  seven  States. 
The  budget  proposal  would  expand  the  RPCH  Program  nationwide. 

The  Medicare  Dependent  Hospital  Program  allows  certain  rural  hospitals  with 
high  proportions  of  pa5nnents  fi'om  medicare  to  get  cost-based  pa)mients  like  Sole 
Community  Hospitals.  The  budget  would  allow  these  facilities  to  continue  to  get 
higher  payments. 
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WEDNESDAY,  JANUARY  29,  1997 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 
The  committee  met,  pursuant  to  notice,  at  10:04  a.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Pete  V.  Domenici 
(chairman  of  the  committee)  presiding. 

Present:  Senators  Domenici,  Grassley,  Gorton,  Gregg,  Grams, 
Smith,  Lautenberg,  Conrad,  and  Feingold. 

Staff  present:  G.  WiUiam  Hoagland,  staff  director;  and  Jim 
Capretta,  senior  poUcy  analyst. 

For  the  minority:  WiUiam  G.  Dauster,  democratic  chief  of  staff 
and  chief  counsel;  and  Joan  Huffer,  senior  analyst  for  income  secu- 
rity, social  security,  and  medicaid. 

OPENING  STATEMENT  OF  SENATOR  GRASSLEY 

Senator  Grassley  [presiding].  I  will  call  the  meeting  to  order. 
Senator  Domenici  has  to  appear  before  another  committee,  so  he 
will  be  along  shortly.  He  asked  me  if  I  would  start  the  meeting  be- 
cause he  likes  to  start  meetings  on  time. 

We  are  going  to  be  interrupted  almost  immediately  by  a  vote,  but 
I  don't  know  exactly  when  that  occurs.  And,  consequently,  because 
members  know  that  that  vote  is  coming  up,  they  usually  come;  and 
then  after  the  vote  is  cast,  sometimes  thinking  we  won't  start  our 
meeting  on  time. 

But,  an5rway,  they  will  be  in  and  out,  and  there  is  a  lot  of  inter- 
est in  this  subject,  as  you  know.  So  we  thank  you  for  your  public 
service  and  serving  in  the  positions  you  have  and  making  rec- 
ommendations to  us. 

The  purpose  of  today's  hearing  is  to  give  the  members  of  the  So- 
cial Security  Advisory  Council  an  opportunity  to  present  their  rec- 
ommendations on  the  ftiture  of  the  Social  Security  Program.  The 
council,  as  I  understand  it,  began  its  work  in  1994,  and,  of  course, 
that  was  amid  new  and  renewed  debate  about  entitlement  pro- 
grams in  general  and  Social  Security  and  medicare  in  particiilair. 

Presently,  there  is  no  debate  about  the  challenges  before  us  as 
the  baby  boom  generation  comes  closer  to  retirement.  That  genera- 
tion, 76  million  strong,  will  begin  collecting  Social  Security  some- 
time in  the  vicinity  of  2008.  The  Advisory  Council  agrees  that  the 
long-term  financial  outlook  of  Social  Security  is  gloomy.  Because  of 
the  size  of  Social  Security,  its  financial  problems  are  of  great  con- 
cern to  controlling  the  size  of  the  Federal  budget. 
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What  financial  adjustments  will  be  needed  to  provide  for  the  fu- 
ture, a  future  that  can  deliver  income  security  to  millions  of  Ameri- 
cans, is  a  question  that  we  all  have  to  wrestle  with,  and  it  is  going 
to  take  some  change  in  policies. 

With  the  Social  Security  Advisory  Council's  failure  to  reach  con- 
sensus on  a  single  approach  to  restore  long-term  solvency  to  the 
Social  Security  Trust  Fund,  three  visions  of  the  ftiture  emerged 
from  its  deliberations.  The  first  three  panelists  before  us  today  rep- 
resent the  range  of  the  proposed  reforms.  One  plan  drafted  by  the 
Chairman  of  the  council  emphasizes  the  need  to  protect  against 
further  payroll  taxes  while  trying  to  increase  retirement  income 
with  small  personal  savings  accounts.  Another  plan  is  based  on  a 
respectable  body  of  opinion  that  the  basic  benefits  of  Social  Secu- 
rity should  be  preserved  and  financed  by  increases  in  the  payroll 
tax.  Finally,  a  more  radical  approach  emphasizes  that  the  Social 
Security  Program  needs  fundamental  restructuring.  This  approach 
would  transform  Social  Security  into  a  defined  contribution  plan  on 
a  nationwide  basis. 

I  think  it  is  important  to  emphasize  at  this  early  point  in  the  de- 
bate that  we  need  to  proceed  carefully  and  deliberately.  Delibera- 
tion, however,  should  not  be  confused  with  delay.  If  we  wait  too 
long  to  address  the  future  of  Social  Security,  we  will  do  great  harm 
to  our  children  and  grandchildren.  They  will  pay  the  price  for  our 
failure. 

So  we  need  to  review  the  impact  of  these  proposals,  particularly 
those  which  essentially  change  Social  Security  into  a  private  sys- 
tem, on  the  economy,  or  the  financial  markets  or  any  other  way  it 
can  make  an  impact.  More  importantly,  we  need  to  know  what  the 
impact  will  be  on  the  income  and  well-being  of  beneficiaries  and 
their  families  so  that  there  is  security  rather  than  the  graving  inse- 
curity that  we  now  have  because  of  an  uncertain  future. 

I  now  turn  to  Senator  Lautenberg,  the  ranking  minority  member. 

OPENING  STATEMENT  OF  SENATOR  LAUTENBERG 

Senator  LAUTENBERG.  Thank  you  very  much,  Mr.  Chairman.  For 
the  panel,  don't  be  discouraged  because  you  see  the  empty  desks 
up  here.  The  subject  is  of  great  interest,  I  assure  you,  especially 
when  all  of  us  get  back  home.  But  there  is  a  vote  on,  and  I  think, 
depending  on  the  Chairman's  view,  it  is  my  suggestion  that  we 
make  our  statements,  and  adjourn  for  just  a  few  minutes  to  give 
us  a  chance  to  get  back.  I  hope  that  all  of  you  have  the  time  to 
stick  with  us.  So  I  will  say  a  few  words,  and  then  we  will  go  vote. 

I,  too,  obviously  want  to  extend  a  welcome  to  you  for  the  hearing 
this  morning  on  possible  changes  to  Social  Security.  There  is  a 
great  deal  of  interest  and  a  great  deal  of  concern  on  how  we  solve 
problems  that  seem  to  be  on  the  horizon. 

Few  issues  have  a  more  direct  impact  on  all  Americans  than  the 
future  of  Social  Security,  yet  recent  proposals  for  substantial 
change  to  the  program  have  produced,  frankly,  I  believe,  more  heat 
than  light.  The  Social  Security  Advisory  Council  has  produced  rec- 
ommendations that  I  find  intriguing,  novel,  but  also  a  little  trou- 
bling. The  Council's  proposals  would  start  us  down  the  road  toward 
private  investment.  I  kind  of  have  concerns  with  using  the  term 
privatizing  because  as  soon  as  you  say  privatizing  we  think  of  a 
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chief  executive  and  a  staff  that  is  all  outside  the  purview  of  Gov- 
ernment and  operating  by  itself,  and  we  ought  to  destroy  that  illu- 
sion right  away  because  that  is  not  what  is  going  to  happen.  What 
we  are  talking  about  is  taking  advantage  of  other  ways  of  preserv- 
ing or  growing  capital  so  that  we  can  meet  our  obligation  to  the 
beneficiaries  in  the  future  years.  We  are  talking  about  investing 
Social  Security  assets  in  private  markets.  These  proposals  raise 
several  questions. 

Of  course,  the  first  one  is:  Who  would  bear  the  risk  of  this  type 
of  venture — the  beneficiaries  of  the  Federal  Government?  Does  the 
Federal  Government  get  out  of  the  "insurance  business"? 

Second,  would  the  plans  actually  work?  The  infusion  of  baby 
boomer  savings  into  the  stock  markets  may  push  up  stocks  in  the 
short  term.  If  we  look  at  the  present  performance  of  the  market- 
place, it  sure  doesn't  look  like  short  term;  it  doesn't  look  like  there 
is  any  top,  but  we  all  know  that  these  things  do  come  to  an  end. 
And  the  stories  about  index  funds,  which  I  thought  was  about  the 
only  way  to  go,  now  is  everybody's  idea.  So  as  the  market  goes 
down,  so  will  the  whole  country.  But  what  happens  when  this  gen- 
eration retires?  Will  the  huge  sell-off  lead  to  a  dramatic  depression 
of  stock  prices,  causing  the  nest  eggs  to  crack  open? 

Third,  is  private  investment,  the  free  lunch  that  it  so  often  ap- 
pears to  be?  A  close  look  at  the  council's  privatization  plan  suggests 
otherwise.  There  in  fine  print  are  not  only  enhanced  risks  and  re- 
duced benefits,  but  substantial  tax  increases  as  well. 

Fourth,  is  it  fair  that  Americans  with  more  modest  incomes  who 
rely  on  Social  Security  the  most  would  probably  benefit  from  the 
private  investment  side  the  least? 

Mr.  Chairman,  we  shouldn't  let  heady  talk  about  high  returns 
from  the  stock  market  go  to  our  heads.  Those  who  advocate  private 
investment  should  read  or  Hsten  carefully  to  the  disclaimers  that 
follow  any  presentation  for  sales  of  stock  or  mutual  funds.  Past 
performance  is  not  an  indicator  of  future  results.  Investing  in  the 
stock  market  is  still  a  gamble,  and  that  is  why  investors  earn  big 
.   returns  or  suffer  big  losses. 

I      Social  Security,  on  the  other  hand,  is  an  ironclad  agreement.  It 
should  not  be  a  gamble  based  on  the  vagaries  of  the  marketplace. 
Now,  I  am  not  suggesting  that  the  stock  market  is  heading 
ij   south.  First  of  all,  I  wouldji't  have  the  impact  that  Chairman 
;   Greenspan  had  on  the  marketplace,  but  what  would  happen  if  this 
new  Social  Security  Plan  went  into  effect  and  the  market  did  turn 
down?  Who  would  bear  the  risk?  Do  we  recalculate  the  benefits? 
How  often?  How  long  does  the  new  calculation  endure?  Would  it  be 
the  Social  Security  beneficiaries  who  may  have  chosen  poorly  or 
would  it  be  the  Federal  Government  that  hawked  the  plan  in  the 
!    first  place?  Do  we  expect  the  retirees  to  suffer  a  decline  in  living 
I    standard?  Would  some  retirees  lose  their  entire  pension?  Would 
this  kind  of  New  Deal  legacy  quickly  become  a  bad  deal  for  millions 
of  seniors,  widows,  and  disabled  Americans? 

And  the  question  that  no  one  seems  to  want  to  answer:  Under 
the  private  investment  side,  could  the  Government  be  liable  for  a 
'    bailout  of  literally  millions  of  investors?  This  could  make  the  sav- 
ings and  loan  situation  look  like  a  simple  problem. 
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As  I  mentioned  at  the  opening  of  my  statement,  I  am  also  deeply 
concerned  that  the  less  fortunate  among  us  who  depend  on  Social 
Security  the  most  will  get  the  least  from  privatization.  Lower-in- 
come Americans  invest  more  conservatively  and  often  not  as  well. 

So  we  pose  some  of  the  problems,  and  we  want  to  try  to  solve 
them.  At  some  point  before  2029,  we  will  have  to  make  some  ad- 
justments to  preserve  Social  Security,  just  like  we  did  in  1983.  We 
can  do  this,  however,  without  a  total  overhaul  of  the  program. 

Some  in  Congress  have  indicated  a  willingness  to  go  along  with 
a  small  pilot  program  of  private  investment.  With  their  support  in 
mind,  I  look  forward  to  hearing  from  our  witnesses  to  see  how  such 
a  pilot  program  might  be  structured.  I  personally  am  very  inter- 
ested in  that  kind  of  an  approach,  but  I  remain  skeptical  about  pri- 
vate investment  proposals  until  I  hear  more  about  it. 

Thank  you,  and  I  guess  we  will  head  for  the  floor. 

Senator  Grassley.  We  will  stand  in  recess  for  about  6  to  7  min- 
utes, which  is  about  how  long  it  takes  to  go  vote. 

[Recess.] 

Senator  Grassley.  I  would  reconvene  the  hearing. 

It  is  my  privilege  to  introduce  our  painelists.  We  have  three  mem- 
bers of  the  Social  Security  Advisory  Council  who  will  present  the 
three  reform  proposals  published:  Dr.  Edward  Gramlich,  Dean  of 
School  of  Public  Policy,  University  of  Michigan;  he  serves  as  chair- 
man. Next  we  have  Thomas  Jones,  Chairman,  President,  and  Chief 
Operating  Officer  of  TIAA-CREF,  located  in  New  York  City.  And 
we  will  then  hear  from  Carolyn  Weaver,  whom  some  of  us  around 
here  have  known  for  a  long  time.  She's  a  resident  scholar  and  Di- 
rector of  Social  Security  and  Pension  Projects  for  AEI. 

The  council  members  will  be  joined  by  Dr.  Eugene  Steuerle,  Sen- 
ior Fellow,  Urban  Institute,  and  Professor  Theodore  Marmor  of 
Yale  University  School  of  Management. 

Dr.  Gramlich,  would  you  please  start?  We  are  asking  if  we  could 
have  your  testimony  in  about  6  minutes  so  that  we  will  have  an 
opportunity  for  everybody  to  get  through.  We  will  put  the  lights  on 
so  you  will  have  the  usual  way  of  being  notified  about  what  the 
time  period  is.  Would  you  please  start? 

STATEMENT  OF  EDWARD  M.  GRAMLICH,  PH.D.,  CHAIRMAN,  AD- 
VISORY COUNCIL  ON  SOCIAL  SECURITY,  AND  DEAN,  SCHOOL 
OF  PUBLIC  POLICY,  UNIVERSITY  OF  MICHIGAN 

Dr.  Gramlich.  Thank  you  for  soliciting  my  testimony  on  Social 
Security  reform,  Mr.  Chairman. 

In  trying  to  reform  this  important  program  that  has  worked  so 
well  now  for  60  years,  I  am  guided  by  three  goals.  The  first  is  to 
retain  the  important  social  protections  of  this  program  that  has 
greatly  reduced  aged  poverty  and  the  human  cost  of  work  disabil- 
ities. The  second  is  to  make  these  social  protections  affordable  by 
bringing  Social  Security  back  into  long-term  financial  balance.  The 
third  is  to  add  new  national  saving  for  retirement,  both  to  help  in- 
dividuals maintain  their  own  standard  of  living  in  retirement  and 
to  build  up  the  Nation's  capital  stock  in  advance  of  the  baby  boom 
retirement  crunch. 

In  the  recently  released  report  of  the  Advisory  Council,  I  have  in- 
troduced a  compromise  plan,  called  the  Individual  Accounts  Plan, 
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that  tries  to  achieve  all  three  goals.  It  would  preserve  the  impor- 
tant social  protections  of  Social  Security  and  still  achieve  long-term 
financial  balance  in  the  system  by  what  might  be  called  kind  and 
gentle  benefit  cuts  and,  I  might  add,  in  connection  with  the  intro- 
ductory statements,  also  without  any  reliance  whatever  on  the 
stock  market.  Most  of  these  cuts  would  be  felt  by  high-wage  work- 
ers, with  disabled  and  low-wage  workers  being  largely  protected 
from  the  cuts. 

The  lA  Plan  would  include  some  technical  changes  such  as  in- 
cluding all  State  and  local  new  hires  in  Social  Security  and  apply- 
ing consistent  income  tax  treatment  to  Social  Security  benefits. 
These  changes  are  also  part  of  the  council's  other  plans  and  go 
some  way  to  eliminate  the  long-term  actuarial  deficit. 

Then,  beginning  in  the  21st  century,  the  changes  would  be  sup- 
plemented with  two  other  measures.  T?here  would  be  a  slight  in- 
crease in  the  normal  retirement  age  for  all  workers.  There  would 
also  be  a  slight  change  in  the  benefit  formula  to  reduce  the  growth 
of  Social  Security  benefits  for  high- wage  workers.  Both  of  these 
changes  would  be  phased  in  very  gradually  to  avoid  benefit  cuts  for 
present  retirees  and  "notches"  in  the  benefit  schedule,  which  are 
instances  when  younger  workers  with  the  same  earnings  records 
get  lower  real  benefits  than  older  workers.  The  result  of  all 
changes  would  be  a  modest  reduction  in  the  overall  real  growth  of 
Social  Security  benefits  per  retiree.  When  combined  with  the  rising 
number  of  retirees,  the  share  of  the  Nation's  output  devoted  to  So- 
cial Security  spending  would  be  approximately  the  same  as  at 
present,  eliminating  this  part  of  the  impending  explosion  in  future 
entitlement  spending. 

These  benefit  cuts  alone  would  mean  that  high-wage  workers 
would  not  be  experiencing  rising  real  benefits  as  their  real  wages 
grow,  so  I  would  supplement  these  changes  with  another  measure 
to  raise  overall  retirement  and  national  saving.  Workers  would  be 
required  to  contribute  an  extra  1.6  percent  of  their  pay  to  their  in- 
dividual accounts.  These  individual  accounts  would  be  owned  by 
the  workers,  but  they  would  be  centrally  managed.  Workers  would 
be  able  to  allocate  their  funds  among  five  to  ten  broad  mutual 
funds  covering  stocks  and  bonds.  Central  management  of  the  funds 
would  cut  down  the  risk  that  funds  would  be  invested  unwisely, 
would  cut  administrative  costs,  and  would  mean  that  Wall  Street 
firms  would  not  find  these  individual  accounts  a  financial  bonanza. 
The  funds  would  be  converted  to  real  annuities  on  retirement,  to 
protect  against  inflation  and  the  chance  that  retirees  would  over- 
spend in  their  early  retirement  years. 

All  changes  together  would  mean  that  approximately  the  pres- 
ently scheduled  level  of  benefits  would  be  paid  to  all  wage  classes 
i  of  workers,  of  all  ages.  The  difference  between  this  outcome  and 
present  law  is  that  under  this  plan  these  benefits  would  be  afford- 
able, as  they  are  not  under  present  law.  The  changes  would  elimi- 
nate Social  Security's  long-term  financial  deficit  while  still  holding 
together  the  important  retirement  safety  net  provided  by  Social  Se- 
curity. They  would  reduce  the  growth  of  entitlement  spending  and 
improve  the  Federal  budget  outlook.  They  would  significantly  raise 
the  return  on  invested  contributions  for  younger  workers.  Aiid  the 
changes  would  move  beyond  the  present  pay-as-you-go  financing 
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scheme,  by  building  up  the  Nation's  capital  stock  in  advance  of  the 
baby  boom  retirement  crunch. 

As  the  Congress  debates  Social  Security  reform,  I  hope  it  will 
keep  all  of  these  goals  in  mind.  I  also  hope  it  will  make  these  types 
of  changes  in  this  very  important  program. 

Thank  you  very  much  for  hearing  me. 

[The  prepared  statement  of  Dr.  Gramlich  follows:] 

Prepared  Statement  of  Edward  M.  Gramlich,  Dean,  School  of  Public  Policy, 
The  University  of  Michigan,  Chair,  1996  Quadrennial  Advisory  Council  on 
Social  Security 

Thank  you  for  soUciting  my  testimony  on  Social  Security  reform,  Mr.  Chairman. 
In  trying  to  reform  this  important  program  that  has  worked  so  well  now  for  60 
years,  I  am  guided  by  three  goals.  The  first  is  to  retain  the  important  social  protec- 
tions of  this  program  that  has  greatly  reduced  aged  poverty  and  the  human  costs 
of  work  disabilities.  The  second  is  to  make  these  social  protections  affordable  by 
bringing  Social  Security  back  into  long  term  financial  balance.  The  third  is  to  add 
new  national  savings  for  retirement—both  to  help  individuals  maintain  their  own 
standard  of  living  in  retirement  and  to  build  up  the  Nation's  capital  stock  in  ad- 
vance of  the  baby  boom  retirement  crunch. 

In  the  recently  released  report  of  the  Advisory  Council,  I  have  introduced  a  com- 
promise plan,  called  the  Individual  Accounts  Plan  (LAP),  that  tries  to  achieve  all 
three  goals.  It  would  preserve  the  important  social  protections  of  Social  Security  and 
still  achieve  long  term  financial  balance  in  the  system  by  what  might  be  called  kind 
and  gentle  benefit  cuts.  Most  of  the  cuts  would  be  felt  by  high  wage  workers,  with 
disabled  and  low  wage  workers  being  largely  protected  from  cuts. 

The  LA  Plan  would  include  some  technical  changes  such  as  including  all  State  and 
local  new  hires  in  Social  Security  and  applying  consistent  income  tax  treatment  to 
Social  Security  benefits.  These  changes  are  also  part  of  the  council's  other  plans, 
and  go  some  way  to  eliminating  Social  Security  actuarial  deficit. 

Then  beginning  in  the  21st  century,  the  changes  would  be  supplemented  with  two 
other  measures.  There  would  be  a  slight  increase  in  the  normal  retirement  age  for 
all  workers.  There  would  also  be  a  slight  change  in  the  benefit  formula  to  reduce 
the  growth  of  Social  Security  benefits  for  high  wage  workers.  Both  of  these  changes 
would  be  phased  in  very  gradually  to  avoid  actual  benefit  cuts  for  present  retirees 
and  "notches"  in  the  benefit  schedule  (instances  when  younger  workers  with  the 
same  earnings  records  get  lower  real  benefits  than  older  workers).  The  result  of  all 
changes  would  be  a  modest  reduction  in  the  overall  real  growth  of  Social  Security 
benefits.  When  combined  with  the  rising  number  of  retirees,  the  share  of  the  Na- 
tion's output  devoted  to  Social  Security  spending  would  be  approximately  the  same 
as  at  present,  eliminating  this  part  of  the  impending  explosion  in  future  entitlement 
spending. 

These  benefit  cuts  alone  would  mean  that  high  wage  workers  would  not  be  experi- 
encing rising  real  benefits  as  their  real  wages  grow,  so  I  would  supplement  these 
changes  with  another  measure  to  raise  overall  retirement  (and  national)  saving. 
Workers  would  be  required  to  contribute  an  extra  1.6  percent  of  their  pay  to  their 
individual  accounts.  Tnese  accounts  would  be  owned  by  workers  but  centrally  man- 
aged. Workers  would  be  able  to  allocate  their  funds  among  five  to  ten  broad  mutual 
funds  covering  stocks  and  bonds.  Central  management  of  the  funds  would  cut  down 
the  risk  that  funds  would  be  invested  unwisely,  would  cut  administrative  costs,  and 
would  mean  that  Wall  Street  firms  would  not  find  these  individual  accounts  a  finan- 
cial bonanza.  The  funds  would  be  converted  to  real  annuities  on  retirement,  to  pro- 
tect against  inflation  and  the  chance  the  retirees  would  overspend  in  their  early  re- 
tirement years. 

All  changes  together  would  mean  that  approximately  the  presently  scheduled 
level  of  benefits  would  be  paid  to  all  wage  classes  of  workers,  of  all  ages.  The  dif- 
ference between  this  outcome  and  present  law  is  that  under  this  plan  these  benefits 
would  be  affordable,  as  they  are  not  under  present  law.  The  changes  would  elimi- 
nate Social  Security's  long  term  financial  deficit  while  still  holding  together  the  im- 
portant retirement  safety  net  provided  by  Social  Security.  They  would  reduce  the 
growth  of  entitlement  spending  and  improve  the  Federal  budget  outlook.  The  would 
significantly  raise  the  return  on  invested  contributions  for  younger  workers.  And, 
the  changes  would  move  beyond  the  present  pay-as-you-go  financing  scheme,  by 
building  up  the  Nation's  capital  stock  in  advance  of  the  baby  boom  retirement 
crunch. 
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As  the  Congress  debates  Social  Security  reform,  I  hope  it  will  keep  all  of  these 
goals  in  mind.  I  also  hope  it  will  make  these  types  of  changes  in  this  very  important 
program. 

Thank  you  for  hearing  me. 

Senator  Grassley.  Mr.  Jones? 

STATEMENT  OF  THOMAS  W.  JONES,  MEMBER,  ADVISORY 
COUNCIL  ON  SOCIAL  SECURITY,  AND  VICE  CHAIRMAN; 
PRESIDENT,  AND  CHIEF  OPERATING  OFFICER,  TIAA-CREF 

Mr.  Jones.  Thank  you,  Senator,  for  inviting  me  to  testify  this 
morning.  I  want  to  emphasize  that  I  am  here  in  my  capacity  as  a 

Eubhc  member  of  the  Advisory  Council.  My  employer,  TIAA-CREF, 
as  no  corporate  policy  position  on  Social  Security  reform,  so  I  am 
not  representing  any  particular  corporate  policy  thrust. 

I  also  want  to  express  my  high  regard  for  my  colleagues  from  the 
Social  Security  Advisory  Council.  We  disagreed  on  specific  policy 
recommendations,  but  I  think  it  is  important  to  emphasize  that  I 
have  the  highest  regard  for  the  integrity  with  which  they  have  ap- 
proached these  issues. 

I  have  6  minutes.  I  want  to  make  six  points.  I  hope,  however, 
that  you  will  enter  my  full  written  statement  into  the  record. 

The  first  point:  Despite  our  disagreements,  there  were  broad 
areas  of  agreement  amongst  the  Advisory  Council  members.  Those 
areas  of  agreement  would  solve  more  than  50  percent  of  the  exist- 
ing long-range  deficit  in  Social  Security  and  move  the  date  of  trust 
fund  depletion  back  by  approximately  20  years.  Those  points  are 
summarized  on  Attachment  A  in  my  written  testimony,  ^  which 
would  be  two  pages  from  the  back  of  that  testimony.  These  are  tra- 
ditional types  of  adjustments,  well  within  the  kind  of  adjustments 
we  have  done  historically. 

I  emphasize  these  points  because  it  says  that  the  Senate  and  the 
Congress  could  appropriately  make  these  kinds  of  adjustments 
which  would  stabilize  Social  Security's  finances  while  we  consider 
the  alternatives  for  more  fundamental  long-term  reform. 

Going  beyond  these  adjustments,  which  did  have  majority  agree- 
ment, we  have  disagreement  because  the  broader  types  of  rec- 
ommendations speak  to  much  more  than  technical  fixes  to  bring 
the  program  into  long-range  actuarial  balance. 

As  my  second  point,  the  broader  adjustments  which  separate  us 
really  speak  to  issues  of  values.  That  is,  what  social  values  is  the 
country  trying  to  emphasize  in  the  design  and  operation  of  the  So- 
cial Security  Program?  This  is  where  the  three  of  us  disagree.  The 
particular  approach  which  I  support,  which  is  the  Maintain  Bene- 
fits Plan,  emphasizes  the  social  values  of  community  and  egali- 
tarianism,  recognizing  that  half  of  all  U.S.  workers  have  no  pension 
Ian  other  than  Social  Security,  and  they  are  predominantly  in  the 
ottom  half  of  the  income  distribution.  We  believe  that  the  most 
important  purpose  of  Social  Security  is  to  assure  these  v/orkers  a 
dignified,  adequate  retirement  income. 

In  contrast,  the  values  that  are  emphasized  by  my  colleague.  Pro- 
fessor Gramlich,  in  his  particular  plan  speak  to  increasing  national 
savings,  which  presumably  increases  the  rate  of  economic  growth 
and  the  level  of  investment  and  wealth  available  in  the  economy 
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in  the  future.  My  colleague,  Dr.  Weaver,  has  a  plan  which  empha- 
sizes self-reliance,  individual  choice,  and  a  smaller  role  for  the  Gov-  || 
emment.  All  of  these  value  choices  are  reasonable.  They  need  to  be  ] 
debated  very  fiiUy  and  very  carefully.  So  I  recommend  to  you  that  | 
you  consider  the  approach  of  legislating  those  changes  on  which  we 
agree,  stabilize  the  program,  and  let's  have  a  full  national  debate  , 
about  these  broader  social- value  deliberations. 

The  third  point  I  want  to  make  is  that  with  regard  to  the  propos- 
als of  my  colleagues  to  use  individuaJ  retirement  accounts,  there 
are  very  high  risks  and  costs  associated  with  that  approach.  Indi-  j 
vidual  accounts  will  be  exposed  to  the  risk  of  volatility  in  market  j 
returns  and  the  risk  of  making  ill-timed  asset  allocation  decisions 
as  individuals  move  between  money  market,  bond,  and  equity  in- 
vestments. Market  values  can  be  irrationally  priced  on  the  high 
side  for  extended  periods  of  many,  many  years,  and  they  can  be  ir- 
rationally priced  on  the  low  side  for  extended  periods  of  many, 
many  years.  Individual  accounts  will  not  be  protected  from  individ- 
uals' potentially  accumulating  assets  during  periods  of  irrationally 
high-priced  assets  or  having  to  settle  their  accounts  during  periods 
of  irrationally  low-priced  assets.  And  if  that  were  to  occur,  those  in- 
dividuals would  be  deprived  of  adequate  retirement  income.  i 

I  only  need  to  use  the  example  that  it  took  the  United  States 
stock  market  25  years  to  recover  the  pre-crash  values  that  it  had 
in  1929.  It  took  until  1954  to  recover  that  value,  or,  more  currently,  j 
the  Japanese  stock  market  has  lost  60  percent  of  its  value  in  the 
last  7  years. 

Individual  plans  in  our  current  defined  contribution  system  are 
protected  against  these  risks  with  a  plan  like  TIAA-CREF  as  an  ex- 
ample, precisely  because  Social  Security  is  there  as  a  defined  bene- 
fit buffer,  which  gives  an  adequate  retirement  income  even  if  there  j 
is  adverse  investment  performance  in  individual  accounts.  j 

The  fourth  point  I  want  to  make  is  that  the  Maintain  Benefit 
Plan,  which  is  outlined  on  Attachment  B,^  will  reduce  the  deficit 
from  2.17  percent  down  to  0.8  percent.  That  0.8  percent  is  almost 
exactly  equal  to  what  is  traditionally  considered  to  be  long-range  | 
actuarial  balance,  which  has  been  defined  as  being  within  plus  or  i  , 
minus  5  percent  of  the  long-range  cost  of  the  program.  Five  percent  j  I 
plus  or  minus  of  the  long-rsoige  cost  is  0.75.  I  emphasize  this  be-  | 
cause  it  means  that  without  dramatic  change,  the  program  could  i 
be  brought  into  long-range  actuarial  balance.  I  am  sorry  I  am  going  j  jj 
over  by  1  or  2  minutes.  j  j. 

The  final  two  points  I  want  to  make  is  that — Point  5 — with  re-  |  i 
gard  to  closing  that  remaining  deficit,  the  Maintain  Benefit  Plan  j  j 
supporters  say  one  way  to  do  it  which  should  be  considered  is  to  ^° 
increase  the  investment  rate  of  return  to  the  trust  ftind.  It  is  one 
of  the  benefits  that  is  claimed  for  individual  accounts,  that  they 
have  a  higher  rate  of  return.  Well,  the  fact  is  that  higher  rate  of 
return  has  nothing  at  all  to  do  with  privatization  or  individual  ac- 
counts. It  has  to  do  with  what  investment  policy  is  pursued  by  the 
funds  under  Social  Security. 

We  believe  that  Social  Security  could  rationally  have  in  the  trust 
fund  a  conservative  investment  policy,  40  percent  stocks,  60  per- 
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cent  Government  bonds,  which  is  conservative  relative  to  what 
other  pension  plans  do,  and  that  that  would  raise  the  rate  of  return 
sufficiently  to  bring  the  program  into  long-range  balance.  It  does 
so  at  low  risk  because  you  don't  have  individuals  making  ill-timed 
decisions  going  in  and  out  of  asset  classes,  and,  second,  you  elimi- 
nate the  pressure  to  perhaps  sell  assets  into  a  down  market  in  fu- 
ture years  because  that  60  percent  of  assets  that  would  be  in  Gov- 
ernment bonds,  which  collect  interest,  along  with  ongoing  FICA 
revenues,  which  by  themselves  would  pay  70  to  75  percent  of  fu- 
ture benefits,  that  means  you  don't  have  to  liquidate  stocks  in 
order  to  pay  future  benefits.  So  it  is  a  much  more  stable,  low-risk, 
low-cost  approach. 

The  final  point  I  want  to  make  is  that  the  PSA  Plan  represented 
by  Dr.  Weaver,  because  of  the  dramatic  reduction  in  the  base  bene- 
fit below  the  poverty  level,  really  constitutes  a  gradual  abolition  of 
Social  Security  as  we  know  it.  It  goes  far  beyond  what  is  necessary 
to  correct  the  imbalance  that  we  currently  face.  The  smaller  adjust- 
ments represented  by  my  colleague.  Professor  Gramlich,  even  they 
represent  a  30  percent  cut  in  Social  Security  benefits,  which  are 
presumably  made  up  by  investment  returns  in  the  individual  ac- 
counts, but  for  many  low-  and  moderate-income  individuals  those 
returns  will  not  be  achieved  because  of  high  risk  and  high  cost.  The 
Maintain  Benefits  Plan  is  the  only  proposal  put  forth  by  the  Advi- 
sory Council  that  would  sustain  Social  Security  largely  as  we  know 
it. 

Thank  you. 

Senator  Smith  [presiding].  Thank  you  very  much,  Mr.  Jones. 
[The  prepared  statement  of  Mr.  Jones  follows:] 

Prepared  Statement  of  Thomas  W.  Jones,  Vice  Chairmai^j,  President  and 
Chief  Operating  Officer  TIAA-CREF 

INTRODUCTION 

Thank  you,  Mr.  Chairman,  for  inviting  my  testimony  on  the  findings  and  rec- 
ommendations for  long-term  reform  of  the  Social  Security  System  included  in  the 
report  of  the  1994-96  Advisory  Council  on  Social  Security.  I  am  here  in  my  capacity 
as  a  Public  Member  of  the  Advisory  Coimcil,  and  in  that  capacity  I  have  tried  to 
support  the  public  interest.  My  employer,  TIAA-CREF,  has  no  corporate  policy  posi- 
tion on  Social  Security  reform. 

I  want  to  express  my  high  regard  and  respect  for  my  two  colleagues  fi"om  the  Ad- 
visory Council  who  are  here  with  me  this  morning,  I  also  want  to  emphasize  that 
there  was  broad  agreement  among  a  majority  of  Advisory  Council  members  to  elimi- 
nate over  50  percent  of  the  long-term  actuarial  deficit  (Attachment  A).^  Congress 
should  consider  adopting  these  areas  of  agreement  for  legislative  action.  Such  action 
would  serve  the  pubUc  interest  by  stabilizing  Social  Security  while  we  study  and 
debate  the  desirability  of  more  fundamental  reform. 

The  Advisory  Council  could  not  reach  consensus  because  this  problem  is  much 
larger  than  a  matter  of  technical  solutions  to  a  long-term  actuarial  deficit.  Social 
Security  reform  may  be  a  defining  issue  with  regard  to  how  our  country  views  social 
values  such  as  community  and  egaUtarianism  as  we  enter  the  21st  century.  This 
is  why  the  disagreements  in  the  Advisory  Council  are  best  understood  as  represent- 
ing three  distinct  choices  regarding  societal  values  or  broader  social  good.  First,  the 
Maintain  Benefits  Plan  (MB  Plan)  which  I  support  emphasizes  the  importance  of 
maintaining  guaranteed  adequate  retirement  income  because  half  of  all  workers  in 
the  United  States  have  no  pension  coverage  other  than  Social  Securitv.  They  are 
predominantly  in  the  bottom  half  of  the  income  distribution.  Second  is  the  Publicly- 
Held  Individual  Accounts  Plan  (lA  Plan)  supported  by  Professor  Gramhch.  This  ap- 
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proach  emphasizes  the  importance  of  new  mandatory  savings  to  increase  our  na- 
tional savings  rate,  and  presumably  increase  future  economic  growth  and  national 
wealth.  And  third,  the  Two-Tiered  System  with  Privately-Held  Individual  Accounts 
(PSA  Plan)  supported  by  Dr.  Weaver  emphasizes  self-reliance,  individual  choice, 

Personal  responsibility,  and  smaller  government.  The  public,  Congress,  and  the 
Resident  must  decide  which  social  values  to  emphasize  as  our  country  enters  the 
21st  century. 

I  support  the  Maintain  Benefits  Plan  because  Social  Security  fulfills  what  Abra- 
ham Lincoln  described  as  the  legitimate  objective  of  government:  "to  do  for  a  com- 
munity of  people  whatever  they  need  to  have  done  but  cannot  do  at  all  or  cannot 
do  so  well  for  themselves  in  their  separate  and  individual  capacities".  Social  Secu- 
rity keeps  some  15  million  people  above  the  poverty  line  and  millions  more  ft-om 
near-poverty,  and  without  the  stigma  of  a  welfare  program.  The  fact  is  that  without 
Social  Security,  very  large  numbers  of  the  elderly  would  outlive  any  assets  they 
might  have  at  retirement  and  would  end  their  lives  trying  to  subsist  on  incomes 
below  the  Federal  Government's  rock-bottom  definition  of  poverty.  Social  Security 
is  a  blend  of  reward  for  individual  effort  and,  at  the  same  time,  perhaps  our  strong- 
est expression  of  community  solidaritv. 

In  contrast,  the  social  values  emphasized  by  the  alternative  plans  supported  by 
my  two  colleagues  are  worthy  of  respect  but  the  rationales  are  not  as  compelling. 
For  example,  the  lA  Plan  emphasizes  incremental  mandatory  savings  to  increase 
economic  growth  and  national  wealth.  However,  if  the  country  believes  that  in- 
creases in  national  savings  warrant  immediate  increases  in  the  pa3n:]oll  tax,  it  does 
not  require  the  establishment  of  individual  accounts  and  reduction  in  Social  Secu- 
rity. If  a  tax  increase  is  wanted  to  ftind  Social  Security  more  quickly,  adding  it  to 
the  Maintenance  of  Benefits  Plan  will  increase  investment  just  as  it  would  under 
the  other  plans.  But  to  increase  savings,  the  tax  increase  does  not  have  to  be  con- 
nected to  Social  Security  at  all.  Any  tax  increase  earmarked  to  reduce  the  National 
debt  will  do  the  job.  There  is  no  compelling  evidence  that  higher  payroll  taxes  and 
an  individual  account  compulsory  savings  plan  is  the  most  efficient  or  desirable 
mechanism  to  increase  national  savings. 

The  PSA  Plan  emphasizes  self-reliance,  individual  choice,  personal  responsibility, 
and  a  curtailed  government  role.  But  our  national  retirement  income  policy  is  al- 
ready very  substantially  in  the  private  sector.  And  the  risks  and  costs  of  individual 
accounts  are  very  high. 

RISK  AND  COST  OF  INDIVIDUAL  ACCOUNTS 

Individual  accounts  will  bear  the  risks  of  volatility  in  market  returns  and  ill- 
timed  investment  decisions.  Stock  market  prices  can  be  "irrationally"  high  or  low 
for  extended  periods  of  years  as  the  emotions  of  greed  or  fear  override  "rational" 
valuation  analysis.  Individual  accounts  will  be  vulnerable  to  securities  purchases 
during  extended  periods  of  overvaluation,  and  to  securities  sales  during  extended 
periods  of  undervaluation.  Individual  investors  will  bear  the  risk  of  ill-timed 
changes  in  asset  classes  as  they  move  funds  between  stocks,  bonds,  and  money  mar- 
ket investments.  Individuals  retiring  and  settling  their  accounts  during  a  multi-year 
cycle  of  depressed  asset  values  will  simply  be  out  of  luck — and  deprived  of  adequate 
retirement  income. 

Individual  defined  contribution  pension  plans  currently  have  a  buffer  against  ad- 
verse individual  account  investment  performance.  That  buffer  is  called  Social  Secu- 
rity, a  system  offering  a  guaranteed  aefined  benefit  pension  income  that  meets  basic 
retirement  income  needs.  But  if  Social  Security  itself  becomes  driven  largely  by  indi- 
vidual account  investment  performance,  workers  will  be  exposed  to  investment  risk 
to  an  extent  exceeding  the  Dounds  of  prudent  pension  policy.  Need  we  be  reminded 
that  it  took  25  years  until  1954  for  the  U.S.  stock  market  to  recover  the  pre-crash 
value  it  had  in  1929?  Or  that  the  Japanese  stock  market  currently  has  lost  60  per- 
cent of  the  value  it  had  at  its  peak  in  1989? 

Individual  accounts  will  also  suffer  from  high  administrative  and  investment  advi- 
sory expense  charges,  and  possibly  from  substantial  sales  "loads"  and  commissions. 
It  is  not  uncommon  for  annual  maintenance  fees  on  IRA  accounts  to  equal  $30  or 
more — but  $30  is  2  percent  of  the  $1,500  5  percent  contribution  of  a  $30,000  worker 
under  the  PSA  Plan.  The  average  equity  mutual  fund  charges  approximately  1.50 
ercent  of  assets  for  administrative  and  investment  advisory  expenses.  Many 
roker-distributed  mutual  funds  have  sales  loads  of  5  percent  or  more.  It  is  unlikely 
that  individual  account  investors  will  achieve  even  average  historical  equity  market 
returns  after  incurring  the  drag  of  these  expenses.  This  explains,  in  part,  why  ap- 
proximately 85  percent  of  equity  mutual  funds  have  underperformed  the  S&P  500 
index  since  1982. 
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SAVINGS,  GROWTH,  AND  FISCAL  POLICY  IMPLICATIONS 

Turning  to  the  specifics  of  the  Advisory  Council  recommendations,  you  requested 
us  to  explore  the  implications  of  our  recommendations  for  long-term  economic 
growth  and  fiscal  policy.  Unfortunately,  there  has  been  no  independent  expert  eval- 
uation of  the  long-term  savings,  growth  and  fiscal  policy  implications  of  the  three 
alternative  plans  in  the  Advisory  Council  Report.  While  it  is  true  that  the  Advisory 
Council  was  supported  by  two  expert  technical  panels  which  included  many  promi- 
nent economists,  those  panels  concluded  their  work  before  our  three  plans  were  fi- 
nalized. Many  leading  economists  dispute  the  savings  and  economic  growth  impacts 
claimed  by  the  lA  and  PSA  Plans.  And  many  leading  economists  also  dispute  the 
oft-repeated  mantra  that  Social  Security  depresses  the  personal  savings  rate.  Where 
is  the  evidence  for  this  hypothesis? 

The  Social  Security  Office  of  the  Actuary  has  completed  analysis  of  the  Federal 
fiscal  poUcy  implications  of  the  three  Advisory  Council  plans,  but  not  the  savings, 
economic  growth,  or  wealth  effects.  With  regard  to  fiscal  policy,  the  MB  Plan  has 
a  small  negative  impact  on  the  i<'ederal  unified  budget  balance  fi*om  1998  through 
2014  ($18  biUion  per  year  average),  then  strong  positive  effects  averaging  $435  bil- 
lion per  year  fi-om  2015  through  2031.  Of  course,  if  the  MB  Plan  had  an  immediate 
payroll  tax  increase  of  1.6  percent  and  1.52  percent  as  do  the  lA  and  PSA  Plans, 
respectively,  the  Federal  unified  budget  impact  would  be  strongly  positive  right  fi'om 
the  outset.  The  LA  Plan  has  positive  budget  impact  averaging  $58  billion  per  year 
through  2014  and  $536  biUion  per  year  fi-om  2015  through  2031.  The  PSA  Plan  has 
substantial  negative  budget  impact  averaging  $234  billion  per  year  from  1998-2014, 
and  averaging  $195  billion  per  year  fi-om  2015-2031.  The  PSA  Plan  would  require 
borrowing  over  $15  trillion  ($2  trillion  in  1996  dollars)  from  the  Treasury  over  the 
next  three  decades,  repaying  the  loan  for  several  decades  more.  During  much  of  that 
time  the  Federal  deficit,  currently  being  brought  under  control,  would  increase 
again,  by  hundreds  of  billions  of  doUars. 

MAINTENANCE  OF  BENEFITS  PLAN 

With  regard  to  specific  benefit  and  tax  recommendations,  MB  Plan  supporters  feel 
that  it  is  important  to  begin  making  a  major  reduction  in  the  75-year  deficit  as  soon 
as  possible.  This  would  be  without  major  tax  increases  or  benefit  cuts,  and  without 
sacrificing  the  basic  principles  and  traditional  advantages  of  the  program.  Several 
relatively  minor  changes  to  the  Social  Security  Program  would  make  this  possible, 
all  of  them  entirely  consistent  with  tradition  (Attachment  B).^  They  include  improv- 
ing the  accuracy  of  the  cost-of-living  adjustments;  taxing  the  Social  Security  benefits 
that  exceed  what  the  worker  paid-in,  just  as  other  private  and  public  contributory 
defined-benefit  pension  plans  are  taxed  today;  and  making  Social  Security  universal 
by  covering  new  hires  in  some  3.7  million  full-time  State  and  local  government  jobs 
not  currently  imder  Social  Security.  It  would  also  be  necessary  to  cut  the  benefits 
of  future  recipients  by  an  average  of  3  percent  by  increasing  the  wage  computation 
period  fi-om  35  to  38  years,  and  we  propose  to  correct  an  anomoly  in  the  allocation 
of  Social  Security  taxes  to  the  Medicare  Program. 

These  changes  alone  will  have  sufficient  impact  to  reduce  the  long-term  deficit 
fi-om  2.17  percent  of  payroll  to  0.80,  postponing  the  projected  date  of  trust  fund  ex- 
haustion by  two  decades.  The  remaining  long-term  deficit  of  0.80  percent  of  payroll 
may  sound  substantial,  but  in  fact,  it  represents  an  approximation  of  "close  actuar- 
ial balance"  as  defined  over  the  years.  The  tolerance  rule  has  been  that  the  program 
would  be  considered  within  close  long-range  actuarial  balance  if  estimated  income 
over  the  75-year  period  was  within  5  percent  of  the  estimated  cost  of  the  program. 
At  the  present  time,  a  5  percent  deviation  equals  0.75  percent  of  payroll — so  the  re- 
maining deficit,  at  0.80  percent  of  payroll,  is  very  close  to  being  within  the  accepted 
deviation. 

MB  Plan  supporters  make  this  point  not  to  imply  that  nothing  more  needs  to  be 
done  to  eliminate  the  long-term  deficit  but  to  underscore  the  fact  that  if  the  changes 
I've  outlined — most  of  which  have  the  support  of  a  majority  of  the  Advisory  Coun- 
cil— are  accepted  and  implemented,  there  will  be  ample  time  to  consider  further 
changes.  And  there  is  good  reason  to  proceed  cautiously.  For  example,  there  is  the 
real  possibility  that  the  modification  of  the  Consumer  Price  Index  announced  by  the 
Bureau  of  Labor  Statistics  in  March  1996  has  not  fully  corrected  for  what  is  widely 
perceived  as  an  upward  bias  in  the  CPI. 


4  See  p.  104. 
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SOCIAL  SECURIIY  TRUST  FUND  INVESTMENT  POLICY 

One  of  the  most  promising  ways  to  bring  Social  Security  into  long-range  balance 
represents  a  departure  from  present  policy  and,  as  such,  requires  careful  consider- 
ation by  policymakers  and  the  public.  Inx'esting  a  portion  of  Social  Security's  trust 
funds  directly  in  common  stocks  tied  to  an  index  of  the  broad  market  would  improve 
the  return  on  the  funds  that  are  currently  accumulating.  Such  an  investment  would 
improve  the  "money's  worth"  contribution/benefit  ratios  for  younger  workers.  Invest- 
ment in  stocks  is  standard  practice  for  other  pension  systems,  both  public  and  pri- 
vate, but  stock  investing  would  represent  a  new  concept  for  Social  Security. 

The  MB  Plan  would  gradually  invest  up  to  40  percent  of  the  accumulated  funds 
in  common  stocks,  reaching  the  40  percent  range  in  about  2015,  with  the  balance 
to  be  invested  in  long-term  Government  obligations  as  before.  Forty  percent  is  high 
enough  to  close  the  remaining  deficit,  assuming  a  7  percent  real  return  on  invest- 
ment in  equities,  while  allowing  a  balanced  public/private  investment  mix. 

Investments  would  be  indexed  to  the  broad  market,  and  the  objective  of  invest- 
ment neutrality  would  be  established  in  law  by  requiring  investment  solely  for  the 
economic  benefit  of  Social  Security  participants  and  not  for  any  other  economic,  so- 
cial, or  political  objective.  As  in  the  case  of  the  Federal  Retirement  Thrift  Invest- 
ment Board,  which  administers  the  Thrift  Savings  Plan  for  Federal  employees,  an 
expert  investment  board  would  be  established.  It  would  have  three  functions: 

•  First,  the  board  would  select  an  appropriate  passive  market  index  (such  as  the 

Russell  3000  or  the  Wilshire  5000)  to  govern  Social  Security's  equity  invest- 
ments. 

•  Second,  it  would  select,  through  bidding,  several  of  the  leading  passive  equity 

index  investment  advisory  firms  with  experience  in  managing  large  institu- 
tional accounts.  For  example,  the  Federal  Retirement  Thrift  Savings  Plan  pays 
investment  advisory  fees  of  1  basis  point  to  Barclays  Global  Investors  to  man- 
age an  $18  billion  S&P  500  passive  equity  index  portfolio. 

•  Third,  the  board  would  monitor  portfolio  management  and  establish  mechanisms 

to  impartially  review  the  overall  operation  of  the  plan,  report  to  the  Congress 
and  the  public,  and  periodically  consider  changes  in  the  index  or  in  portfolio 
managers  as  appropriate. 

The  investment  of  Social  Security  funds  would  have  only  a  limited  effect  on  the 
market.  Passive  indexed  equitv  assets  held  by  Social  Security  would  total  approxi- 
mately $1.9  trillion  by  2014  ($1.0  trillion  in  1996  dollars).  In  comparison,  approxi- 
mately $600  billion  was  invested  in  passive  equity  index  portfolios  in  the  U.S.  mar- 
ket at  the  end  of  1995,  and  this  would  increase  to  approximately  $5  trillion  in  2015 
at  a  12  percent  compound  rate  of  growth  (combined  total  return  and  new  funds  allo- 
cated to  passive  equity  index  strategies).  Total  U.S.  equitv  market  valuation  of  ap- 
proximately $8  trillion  in  1996  will  increase  to  roughly  $60  trillion  in  20  years  if 
we  experience  the  historical  annual  nominal  growth  rate  of  10  percent.  There  is  no 
reason  to  believe  that  $1.9  trillion  in  Social  Security  equity  holdings  will  destabilize 
a  $60  trillion  market,  especially  since  Social  Security  will  be  following  comparable 
investment  policy  with  the  same  investment  advisors  as  non-Social  Security  passive 
equity  indexed  investments.  Further,  the  proposed  trust  fund  passive  equity  asset 
allocation  of  40  percent  is  a  less  severe  shift  from  the  current  Treasury  debt  invest- 
ment policy  than  would  be  experienced  with  individual  accounts.  For  example,  the 
PSA  Plan  projects  stock  investments  of  $3.8  triUion  in  2014  ($2.0  trillion  in  1996 
dollars),  as  individual  accounts  are  expected  to  hold  at  least  50  percent  of  assets 
in  common  stocks. 

It  is  verv  important  not  to  confuse  the  MB  Plan  idea  of  trust  fund  investing  in 
an  indexed,  passively  managed  portfolio  of  equities  with  proposals  to  move  toward 
a  system  of  compulsory  individual  savings  accounts.  Under  the  first  approach.  Social 
Security  remains  a  defmed-beneflt  plan;  under  the  second,  it  is  converted  in  part 
to  a  deflned-contribution  plan,  with  benefits  determined  not  by  law  but  by  individ- 
ual experiences  with  investment. 

Risk  for  individuals  investing  on  their  own  is  quite  a  different  matter  from  the 
shared  risk  of  investing  through  the  Social  Security  System.  MB  Plan  supporters 
do  not  believe  that  the  Nation's  basic  retirement  system  should  reauire  everyone — 
the  knowledgeable  and  the  inexperienced,  the  lucky  and  the  unlucky,  the  rich  and 
the  poor — ^to  bear  investment  risK  as  isolated  individuals.  This  would  indeed  be  the 
case  with  a  system  of  compulsory  savings  plans. 

A  central  fund  broadly  indexed  to  the  stock  market  and  investing  regularly  in 
good  times  and  bad  is  at  far  less  risk.  The  discipline  of  steady  investment  over 
many  years  would  "dollar  cost  average"  the  purchases  in  a  central  fund  equity  port- 
folio, and  protect  against  the  risk  of  purchases  concentrated  in  periods  of  extremely  t 
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high  market  values.  The  balanced  investment  policy  of  60  percent  asset  allocation 
to  interest  paying  Government  bonds,  along  with  the  ongoing  FICA  tax  revenue 
(which  alone  is  sufficient  to  pay  approximately  75  percent  of  current  law  benefits 
from  2030  through  2070),  would  protect  against  the  risk  of  asset  sales  in  periods 
of  extremely  low  market  values.  Investment  costs  would  be  kept  low  via  the  proven 
capacity  of  pension  funds  to  purchase  passive  equity  index  portfolio  management  at 
very  low  cost,  and  administrative  expenses  would  be  kept  low  by  eliminating  the 
costs  associated  with  over  one  hundred  million  individual  accounts. 

There  is  no  denying  that  Social  Security  funds  could  be  earning  a  higher  return 
than  is  possible  under  present  law.  Doing  so  would  help  stabilize  the  program  for 
the  long  run  while  making  it  a  better  investment  for  younger  workers  in  terms  of 
"money's  worth"  criteria.  If  changes  in  investment  philosophy  are  to  be  considered, 
the  MB  Plan  approach  would  appear  to  have  many  advantages  over  the  lA  and  PSA 
proposals. 

In  connection  with  this  change  in  policy,  it  would  also  be  desirable  to  change,  over 
time,  the  way  Social  Security  is  accounted  for  in  the  finances  of  the  Federal  Govern- 
ment. Social  Security  income  and  outgo  should  not  be  used  in  determining  the  bal- 
ance of  Federal  obligations  and  income.  The  budget  is  a  device  for  allocating  Gov- 
ernment income  among  programs  during  the  budget  period,  while  Social  Security, 
with  its  benefit  commitments  and  fiduciary  provisions  spread  over  decades,  requires 
a  long  framework.  After  all,  people  are  paying  today  for  benefits  that  may  not  be 
payable  until  40  or  50  years  from  now.  Social  Security,  like  the  retirement  systems 
of  the  States,  should  be  outside  the  allocation  goals  of  the  short-term  budget  cycle. 
We  recognize  that  Social  Security  cannot  be  taken  off-budget  immediately  without 
disrupting  the  budget  process  and  creating  undue  pressures  to  cut  other  programs. 
But  as  a  long-term  goal,  we  believe  it  is  the  right  one.  Indeed,  with  Social  Security's 
uniquely  long-range  financing  thus  clarified,  the  logic  of  investing  part  of  the  long- 
range  build-up  in  higher  yielding  common  stocks  becomes  even  more  persuasive. 

CONCLUSION 

I  want  to  emphasize  that  the  MB  Plan  proposes  to  strengthen  the  basic  Social 
Security  System.  The  LA  and  PSA  proposals  would  not. 

The  PSA  Plan  would  gradually  abolish  the  present  Social  Security  System,  sub- 
stituting a  low,  flat  benefit  of  $410  per  month  for  full  time  workers — which  is  well 
below  the  poverty  rate  of  more  than  $600  for  a  single  elderly  person — coupled  with 
a  compulsory  savings  plan  intended  to  provide  the  rest  of  Social  Security's  retire- 
ment protection.  This  plan  requires  a  large  payroll  tax  increase  (13.92  percent  vs 
12.4  percent),  and  requires  roughly  $15  trillion  in  borrowing  ($2  trillion  in  1996  dol- 
lars). 

"Money's  worth"  for  the  PSA  Plan  can  look  good  in  comparison  with  the  MB  Plan. 
But  this  apparent  advantage  has  nothing  to  do  with  setting  up  private  accounts.  It 
has  to  do  entirely  with  the  fact  that  the  PSA  Plan,  by  increasing  taxes  and  borrow- 
ing heavily  from  the  Federal  Government,  is  able  to  put  large  amounts  into  the 
stock  market  very  quickly.  It  borrows  from  the  Government  at  the  assumed  long- 
term  average  rate  of  2.3  percent  real,  and  then  assumes  that  those  with  PSA  ac- 
counts invest  half  of  their  funds  in  the  stock  market  at  an  assumed  rate  of  7  percent 
real.  This  is  arbitrage  on  a  grand  scale. 

The  LA  Plan  would,  over  time,  cut  average  Social  Security  benefits  by  30  percent 
while  substituting  an  individual  account  compulsory  savings  plan  that  is  designed 
on  average  to  make  up  for  the  30  percent  cut.  But  in  the  individual  account  compul- 
sory savings  plan,  the  actual  returns  for  individuals  will  vary  too  widely  from  the 
average — with  some  falling  far  below  it — to  make  an  average  replacement  rate 
meaningful.  The  lA  Plan  comes  out  at  the  same  place  as  present  law  on  average, 
but  at  the  cost  of  increasing  workers'  payroll  taxes  beginning  in  1998,  from  the 
present  6.2  percent  of  wages  to  7.8  percent. 

Some  will  attempt  to  position  the  lA  Plan  as  a  reasonable  middle-ground  com- 
promise between  the  MB  and  PSA  Plans.  But  it  is  not  a  harmless  compromise.  If 
the  LA  Plan  were  allowed  to  develop  over  time,  beneficiaries  would  become  poorer 
under  the  reduced  Social  Security  Plan  compared  to  individual  accounts  of  the  most 
successful  investors.  There  would  then  be  every  reason  for  many  above-average 
earners,  particularly,  to  press  for  further  reductions  in  contributions  to  Social  Secu- 
rity. After  all,  this  would  make  more  available  for  their  individual  accounts.  Thus, 
the  lA  Plan  is  inherently  unstable,  and  could  lead  to  the  unraveling  of  the 
redistributional  provisions  so  integral  to  Social  Security  and  so  crucial  to  its  effec- 
tiveness. 
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The  Maintain  Benefits  Plan,  alone  among  those  offered  by  the  Advisory  Council, 
fully  preserves  the  principles  that  have  made  Social  Security  so  valuable  for  so 
many  generations  of  Americans. 

ATTACHMENT  A 

Recommendations  Receiving  Majority  Approval 

(1)  Including  all  State  and  local  government  workers  hired  after  1997  saves  0.22 
percent  of  taxable  payroll. 

(2)  Extending  the  period  over  which  the  indexed  average  wage  is  computed  from 
35  to  38  years  saves  0.28  percent  of  taxable  payroll. 

(3)  Eliminating  the  thresholds  of  $25,000  for  singles  and  $32,000  for  couples  for 
taxation  of  social  security  benefits  would  save  0.16  percent  of  taxable  payroll,  and 
replacing  the  85  percent  rule  with  a  scheme  whereby  benefit  taxes  are  computed 
individual  by  individual  would  save  another  0.15  percent  of  taxable  payroll. 

(4)  Implementing  the  0.21  percent  downward  CPI  adjustment  announced  by  BLS 
in  March  1996  would  save  0.31  percent  of  taxable  payroll. 

(5)  Speeding  up  the  scheduled  increase  in  the  age  of  eligibility  for  full  retirement 
benefits  to  reach  age  67  by  2011  would  save  0.10  percent  of  taxable  payroll,  and 
thereafter  a  more  gradual  rise  in  the  age  of  eligibility  in  line  with  longevity  trends 
would  save  another  0.40  percent  of  taxable  pavroU.  (These  retirement  age  changes 
are  opposed  by  the  six  advisory  council  members  supporting  the  Maintenance  of 
Benefit  Plan.) 

Items  (1)  through  (4)  above  would  eliminate  1.12  percent  of  the  2.17  percent  tax- 
able payroll  deficit  and  extend  trust  fund  solvency  approximately  15  years  beyond 
the  projected  exhaustion  in  2029.  Including  item  (5)  would  eliminate  an  additional 
0.50  percent  of  the  2.17  percent  taxable  payroll  deficit  and  extend  solvency  an  addi- 
tional 5  to  7  years. 

ATTACHMENT  B 

Maintain  Benefits  Plan  (MB  Plan)  Recommendations 

(SHOWN  AS  A  percent  OF  PAYROLL) 

Long-term  (75-year)  Deficit  2.17 
Change:  Impact  on  Deficit: 

Increase  taxation  of  benefits  -031 
Redirect  taxes  on  benefits  fi-om 

HI  to  OASDI  (effecUve  2010-2020)  -031 
Extend  coverage  to  new  hires  in 

excluded  state  and  local  positions  -0.22 

Adjust  for  Correction  of  CPI  -031 

Increase  length  of  computation  period 
from  35  to  38  years  or  increase  payroll 
tax  03  percent  -0.28 

Adjust  for  interaction  among  proposals*  +0.06 

Total  -137 

Remaining  deficit  0.80 

*The  impact  of  a  proposed  change  may  increase  or  decrease  somewhat  in  inter- 
action with  others.  For  example,  taxation  of  Social  Security  benefits  will  produce  \ 
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I  less  income  if  benefits  are  reduced,  and  increasing  the  wage-averaging  period  re- 
!    duces  benefits  an  average  of  3  percent. 

I      Senator  Smith.  Dr.  Weaver? 

I  STATEMENT  OF  CAROLYN  L.  WEAVER,  PH.D.,  RESIDENT 
SCHOLAR,  DIRECTOR,  SOCIAL  SECURITY  AND  PENSION 
STUDIES,  THE  AMERICAN  ENTERPRISE  INSTITUTE 

Dr.  Weaver.  Thank  you,  Mr.  Chairman.  Suffice  it  to  say  that  the 
views  represented  on  our  Advisory  Council  were  very  diverse.  I  also 
think  you  are  hearing  from  the  three  of  us  the  diversity  of  opinion 
that  exists  more  generally  about  Social  Security  reform. 
Senator  Lautenberg.  Bring  that  mike  closer  to  you.  Thank  you. 
Dr.  Weaver.  In  my  view,  and  that  of  the  other  people  that  par- 
jjj  ticipated  in  developing  the  personal  security  account  proposal,  it  is 
if  essential  to  move  away  from  the  low-yielding  income  transfer  sys- 
tem we  currently  have  towaird  a  higher-yielding  system  based  on 
;   real  savings  and  capital  accumulation.  The  PSA  Plan  develops  a 
I  set  of  recommendations  that  would  move  toward  fully  funded  per- 
\  sonal  accounts,  buttressed  by  a  Government  safety  net.  In  our 

I  view,  traditional  measures,  such  as  tax  increases  or  benefit  reduc- 
tions designed  to  restore  actuarial  balance,  will  not  offer  a  lasting 
solution  to  the  kind  of  financing  problems  Social  Security  faces,  nor 

5  will  they  deal  with  the  problem  of  the  very  poor  projected  rates  of 
'  return  for  young  workers.  As  you  may  know,  under  the  current  sys- 
tem, young  workers  and  future  generations  are  projected  to  earn  a 
rate  of  return  on  their  tax  payments  that  is  well  below  the  return 
to  private  capital  investment.  This  implies  substantial  losses  of  in- 
come both  for  workers  and  for  society  as  a  whole. 
I  woiild  like  to  stress  that  there  were  two  important  points  of 

I I  agreement  on  the  council.  One  was  that  we  should  move  toward 
If  more  significant  advance  funding  of  Social  Security  and  move  away 

from  traditional  pay-as-you-go  financing.  The  other  was  that  we 
should  begin  investing  in  private  equity.  The  council  clearly  saw 
1]  the  need  to  go  beyond  closing  long-range  deficits,  which  has  been 
the  focus  in  the  past,  to  improve  the  value  of  the  system  to  younger 
workers. 

In  addition,  most  of  us — and  that  includes  the  Chairman's  group 
and  our  group — recognized  the  desirability  of  moving  to  a  fully 
I   funded  component  of  Social  Security;  that  is,  where  assets  equal  ac- 
cruing liabilities.  Most  of  us  recognized  the  hazards  of  centralizing 
!  and  possibly  politicizing  investment  decisions,  and  most  of  us  rec- 
ognized the  powerful  effects  that  private  ownership  could  have  on 
;  ,  building  confidence  about  the  future  of  the  program.  Not  surpris- 
.  ingly,  then,  two  out  of  the  three  plans  embody  a  personal  accounts 
I  component. 

There  are  many  ways  to  build  personal  accounts  into  Social  Secu- 
rity, either  on  a  limited  basis,  such  as  in  the  legislation  introduced 
by  Senators  Kerrey  and  Simpson,  or  on  a  more  broad-scale  basis, 
as  in  Chile  and  some  other  countries  in  South  America.  The  PSA 

!Plan  is  really  a  middle  approach.  It  replaces  very  gradually  one- 
half  of  the  Social  Security  Retirement  Program  with  a  set  of  fully 
funded  personal  accounts,  and  supplements  these  accounts  with  a 
basic  benefit  ultimately  that  provides  workers  a  retirement-level 
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income  about  equal  to  the  poverty  level.  We  call  this  a  two-tiered 
system. 

Some  people  backed  into  supporting  personal  accounts.  They  did 
not  initially  support  them  as  the  right  way  to  go,  but  supported 
them  because  they  didn't  see  any  better  mechanism  for  controlling 
the  investment  of  $1  trillion  plus  in  reserve  funds,  as  under  the 
Maintain  Benefit  Plan.  Many  of  us  on  the  council — ^indeed,  most  of 
us— were  skeptical  that  protections  could  be  set  up  to  ensure  that 
the  Government  would  prudently  manage  the  surpluses  and  not 
distort  the  allocation  of  capital  in  the  economy  and  put  workers' 
taxes  at  risk. 

Of  course,  as  anyone  who  has  looked  into  personal  accounts 
knows,  if  you  move  toward  a  fully  funded  component  of  Social  Se- 
curity, there  is  a  large  transition  cost.  There  are  no  free  lunches, 
as  someone  mentioned  earlier.  The  reason  is  that  Social  Security 
is  currently  operating  basically  on  a  pay-as-you-go  basis,  meaning 
that  it  has  an  enormous  unfunded  debt  that  is  not  presently  on  the 
Government's  books.  If  we  move  toward  a  fiilly  funded  component, 
we  have  to  somehow  meet  the  cost  of  the  new  personal  accounts 
and  also  meet  the  costs  of  benefits  coming  due  under  the  existing 
system. 

Much  has  been  said  about  the  transition  costs  of  our  plan,  which, 
briefly,  would  involve  a  1.5  percent  payroll  tax  supplement  over  a 
70-year  transition  period  supplemented  by  new  Federal  borrowing. 
I  would  like  to  make  four  points  to  clarify  the  issue. 

First,  none  of  us  supports  a  payroll  tax  increase  to  finance  the 
continuation  of  the  current  structure  of  benefits.  We  support  this 
tax  increase  only  in  the  context  of  phasing  out  the  pay-as-you-go 
system  into  a  system  that  is  half  fully  funded. 

Second,  the  transition  borrowing  should  be  properly  recognized 
as  making  explicit  a  portion  of  Social  Security's  implicit  debt  which 
already  exists  but  is  not  officially  recognized. 

Third,  the  amount  of  transition  debt,  which  ultimately  accumu- 
lates to  about  $2  trillion  in  constant  1996  dollars  over  a  35-  or  40- 
year  period,  is  not  large  in  relationship  to  the  debt  Social  Security 
currently  represents,  and  it  is  not  large  relative  to  historical  stand- 
ards. I  would  bring  your  attention  to  Table  1,^  which  shows  Social 
Securit5^s  unfunded  obligations.  As  you  can  see,  in  1996  Social  Se- 
curity was  evaluated  to  have  an  unfunded  liability  of  $8.8  trillion 
in  present  value  terms.  That  grew  by  $800  billion  in  the  previous 
year  alone.  This  gives  you  an  indication  of  the  debt  that  is  accumu- 
lating on  automatic  pilot  through  Social  Security.  Over  the  past  5 
years.  Social  Security  accumulated  an  extra  $2  trillion  in  debt  not 
recognized  in  the  Federal  budget. 

Finally,  the  transition  borrowing  would  be  accompanied  by  very 
substantial  accumulations  of  assets  in  personal  security  accounts. 
As  Chart  3^  illustrates,  PSA  balances  always  exceed  and  ulti- 
mately dwarf  the  transition  borrowing. 

We  believe  that  the  PSA  Plan  offers  the  greatest  potential  for 
boosting  national  saving  and  future  incomes.  The  PSA  Plan  also  of- ' 
fers  higher  expected  rates  of  return  and  higher  expected  benefits 


iSee  p.  114. 
2  See  p.  112. 
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for  single  workers  and  two-earner  couples.  Younger  workers  stand 
to  gain  the  most,  both  in  terms  of  their  higher  expected  benefits 
and  the  increase  in  national  wealth.  Workers  would  indeed  take  on 
financial  risks,  but  they  would  gain  something  of  value.  They 
would  gain  private  ownership  rights  over  real  owned  wealth.  In  ad- 
dition, they  would  shed  some  of  the  financial  and  political  risks 
they  now  bear  when  they  await  Government  benefits  20  or  30 
years  down  the  road. 

Thank  you,  Mr.  Chairman. 

Senator  Smith.  Thank  you.  Dr.  Weaver. 

[The  prepared  statement  of  Dr.  Weaver  follows:] 

Prepared  Statement  of  Carolyn  L.  Weaver,  Ph.D.,  Director,  Social  Security 
AND  Pension  Studies,  The  American  Enterprise  Institute 

PERSONAL  SECURITY  ACCOUNTS:  A  PROPOSAL  TO  STRENGTHEN  SOCIAL  SECURITY  AND 
IMPROVE  THE  VALUE  OF  THE  SYSTEM  FOR  YOUNGER  WORKERS 

Thank  you,  Mr.  Chairman.  I  appreciate  having  the  opportunity  to  testify  at  what 
I  trust  will  be  one  in  a  series  of  informative  and  productive  hearings  on  long-term 
reform  of  Social  Security,  With  the  retirement  of  the  baby-boom  generation  begin- 
ning in  just  11  years,  Congress  needs  to  move  quickly  to  shore  up  the  financing  of 
Social  Security,  restore  public  confidence  in  the  long-term  viability  of  the  system, 
and,  at  the  same  time,  take  the  steps  necessarj^  to  create  a  system  of  real  value 
for  younger  people. 

In  my  view,  and  that  of  the  others  who  support  the  Personal  Security  Accounts 
(PSA)  Plan,  the  best  way  to  secure  Social  Security  in  the  decades  ahead  lies  in 
transforming  it  fi-om  a  low-yielding  system  of  income  transfers  between  workers  and 
retirees  into  a  system  of  true  pensions — personal  savings  accounts  fully  funded  with 
workers'  contributions  and  invested  in  real  capital — buttressed  by  a  Government 
safety  net.  Traditional  "fixes" — reductions  in  future  benefits  and  increases  in  the 
payroll  tax  designed  to  restore  actuarial  balance — are  not  up  to  the  challenge.  They 
have  not  offered  lasting  solutions  to  the  financing  problems  of  the  past  and  will  only 
exacerbate  the  unfavorable  treatment  of  younger  workers  and  future  generations. 

The  three  plans  developed  by  the  Social  Security  Advisory  Council,  while  very  dif- 
ferent in  concept  and  approach,  embody  two  important  areas  of  consensus.  First,  all 
three  plans  would  build  substantial  assets  to  help  meet  the  ballooning  cost  of  bene- 
fits to  baby-boom  retirees,  rather  than  relying  on  the  traditional  pay-as-you-go 
method  of  finance.  Second,  all  three  plans  would  incorporate  substantial  equity  in- 
vestment, rather  than  sticking  with  the  traditional  practice  of  investing  solely  in 
U.S.  Government  bonds.  The  Council  clearly  saw  the  need  not  only  to  close  long- 
range  deficits  but  also  to  improve  the  value  of  Social  Security  to  younger  workers 
and  future  generations.  These  important  areas  of  consensus  imply  a  fundamental 
change  in  the  way  Social  Security  is  financed  and  in  the  relationship  between  Social 
Security  and  U.S.  financial  markets. 

Having  said  this,  consensus  broke  down  on  the  questions  of  whether  workers 
should  be  allowed  to  reap  the  benefits  and  accept  the  risks  of  their  investment  deci- 
1    sions,  and  whether,  in  end,  boosting  national  saving  and  investment,  not  merely  im- 
I    proving  the  return  to  the  trust  funds  or  to  individual  workers,  should  be  a  central 
!    aspect  of  Social  Security  reform.  Two  of  the  three  plans,  supported  by  a  majority 
'    of  Council  members,  would  allow  individual  workers  to  direct  the  investment  of  a 
portion  of  their  own  Social  Security  taxes  into  private  stocks  and  bonds.  These  same 
plans  are  premised  on  the  view  that  boosting  national  saving  is  essential  to  creating 
.    a  sound  and  sustainable  retirement  income  system  in  the  decades  ahead. 

In  the  testimony  that  follows,  I  first  briefly  describe  the  financial  and  economic 
landscape  that  led  five  of  us  on  the  Council  to  develop  a  plan  which  would  gradually 
^   replace  a  portion  of  Social  Security  with  personal  retirement  accounts.  Next  I  sum- 
j    marize  the  key  elements  of  the  PSA  Plan  and  the  benefits  we  beheve  would  flow 
1    fi-om  it,  both  for  workers  covered  by  the  system  and  for  the  economy  more  generally. 

(I  then  address  transition  financing  and  attempt  to  put  this  issue  into  broader  per- 
spective. 

I  For  completeness,  I  have  attached  an  explanation  of  why  I  and  the  others  who 
support  the  PSA  Plan  oppose  the  other  plans  included  in  the  Advisory  Council  Re- 
port. 
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THE  FINANCIAL  AND  ECONOMIC  LANDSCAPE 

As  we  approached  our  task  of  developing  a  long-range  financing  proposal  for  So- 
cial Security,  we  were  confronted  not  only  with  a  financing  problem  that  was  signifi- 
cant and  pressing  but  also  with  declining  public  confidence  in  the  future  of  Social 
Security,  poor  rates  of  return  for  younger  workers,  and  increasing  interest  in  private 
alternatives  to  Social  Security,  including  the  reforms  adopted  in  Chile  over  a  decade 
ago.  It  became  clear  to  those  of  us  who  support  the  PSA  Plan  that  these  issues  were 
closely  linked  and  that  reforms  that  addressed  the  cash-flow  deficits  alone  were  un- 
likely to  be  lasting. 

The  financial  implications  of  the  current  demographic  and  economic  outlook, 
dominated  by  population  aging  and  generally  slower  economic  growth,  are  illus- 
trated in  Chart  1 — a  now  familiar  chart  showing  trust  fund  surpluses  turning  into 
deficits  within  15  years  and  a  continuously  declining  financial  picture  thereafter. 
This  year,  the  surplus  will  be  about  $30  billion  (twice  that  including  interest  from 
the  general  fund  of  the  Treasury)  and  this  will  be  added  to  Social  Security's  stash 
of  special-issue  Government  bonds,  which  now  exceeds  one-half  trillion  dollars.  Re- 
serves are  projected  to  peak  around  2015  at  just  over  $1  trillion  (in  constant  1996 
dollars).  Thereafter,  as  the  baby  boom  moves  into  retirement,  spending  escalates 
and  deficits  balloon,  forcing  the  rapid  depletion  of  reserve  funds.  As  shown  in  the 
chart,  the  1-year  deficit  in  2020  is  $100  biUion  (in  constant  1996  dollars)  and  $200 
billion  in  2030,  rising  persistently  thereafter.  Insolvency,  or  the  complete  exhaustion 
of  the  reserves,  is  slated  for  2029. 

Chart  1 

Annual  Social  Security  (OASDI)  Surpluses  and  Deficits 
Excluding  Interest  Income  in  Constant  1996  Dollars 
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This  picture,  while  hardly  rosy  to  begin  with,  assumes  that  the  Trustees'  inter- 
mediate projections  are  not  unduly  optimistic — ^which  has  been  a  recurring  problem 
in  recent  years.  Since  the  last  major  reform  bill  in  1983,  some  three-and-a-half  dec- 
ades have  been  lopped  off  Social  Security's  projected  period  of  solvency — with  the 
date  of  exhaustion  of  the  reserves  faUing  fi^om  2063  to  2029 — and  peak  assets  have 
fallen  by  two-thirds. 

I  would  make  just  four  observations  about  this  financing  picture  which  suggest 
both  the  urgency  of  action  and  the  importance  of  going  beyond  traditional  reforms 
designed  to  restore  "actuarial  balance." 

First,  since  Social  Security's  reserves  are  held  entirely  in  U.S.  Government  bonds, 
which  are,  quite  literally,  lOUs  fi-om  one  part  of  the  Government  to  another,  the 
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rejected  financial  crunch  hits  in  2012,  not  in  2029,  which  is  when  the  Government 
as  to  begin  making  good  on  the  bonds  it  issued  in  earUer  years.  If  Congress  has 
not  ab*eaay  acted  to  rein  in  Social  Security,  it  would  have  no  choice  but  to  raise 
taxes,  cut  spending,  or  issue  new  debt  to  cover  its  obligations  to  social  security  and 
keep  benefits  going  out  on  time. 

Second,  the  surpluses  we  hear  so  much  about  pale  in  comparison  to  the  size  of 
projected  deficits.  According  to  the  SSA  actuaries,  over  the  next  75  years.  Social  Se- 
curity outlays  will  exceed  projected  future  tax  revenues  (plus  the  current  reserve 
ftmd)  by  $3.1  trillion  in  present  value  terms.  Closing  this  gap  would  require  a  pay- 
roll tax  increase  of  about  1  percentage  point  every  10  years  for  the  next  70  years: 
alternatively,  it  would  require  reductions  in  benefits  after  the  turn  of  the  century 
of  25-30  percent. 

Further,  Social  Security's  one-half  trillion  reserve  fund  pales  in  comparison  to  the 
system's  long-range  benefit  obligations.  Depending  on  how  measured,  Social  Secu- 
rity's unfunded  liability  ranges  fi-om  $9-$ll  trillion  in  present  value  terms.  This 
debt,  which  is  not  recognized  in  official  budget  accounts,  is  more  than  double  the 
public  debt  outstanding.  Under  Social  Security's  traditional  pay-as-you-go  method  of 
finance,  workers  have  accumulated  literally  trilHons  of  dollars  of  claims  to  future 
benefits — debt  pure  and  simple — with  no  real  capital  backing  up  these  claims. 

Third,  the  Social  Security  financing  problem  is  not  a  transient  problem  that  trails 
off  and  disappears  when  the  baby-boom  generation  moves  through  retirement  and 
dies.  Although  it  is  not  widely  known,  increasing  life  expectancies  and  continuing 
low  fertility,  such  as  assumed  by  the  Board  of  Trustees  and  the  Census  Bureau,  con- 
spire to  produce  rising  costs  rates  even  after  the  retirement  of  the  baby  boom.  Both 
the  number  of  Social  Security  recipients  and  the  cost  of  the  program  in  relation  to 
the  size  of  the  economv  increase  throughout — and  even  beyond — ^the  actuaries'  long- 
range  projection  period. 

As  a  result,  conventional  'Tixes"  such  as  enacted  in  1977  and  1983 — payroll  tax 
hikes  and  reductions  in  future  benefits  designed  to  restore  actuarial  balance — will 
leave  the  system  exposed  to  recurring  long-term  deficits,  which  can  be  expected  to 
weaken  public  confidence  and  raise  the  perceived  riskiness  of  the  Government's 
long-term  benefit  promises. 

Finally,  with  the  population  aging  and  population  growth  slowing.  Social  Secu- 
rity's ability  to  generate  windfall  gains  to  retirees,  or  benefits  well  in  excess  of  taxes 
paid,  is  evaporating.  Wealth  losses  for  many  middle-aged  and  younger  workers  are 
now  in  the  offing.  To  maintain  poUtical  support  in  the  decades  ahead,  Social  Secu- 
rity will  have  to  offer  better  value  for  younger  generations  on  their  very  substantial 
tax  contributions. 

SOCIAL  SECURITY'S  DECLINING  RATES  OF  RETURN 

One  issue  that  is  a  source  of  both  economic  and  political  concern  is  the  poor  im- 
plicit rate  of  return  workers  can  expect  to  earn  on  their  Social  Security  taxes.  Due 
to  Social  Security's  pay-as-you-go  method  of  finance,  rates  of  return  have  fallen 
sharply  since  the  program's  inception  and  are  expected  to  continue  doing  so  in  fu- 
ture decades.  This  is  because  workers'  taxes  are  not  saved  and  invested  for  the  fii- 
ture,  with  each  generation  funding  its  own  retirement,  but  rather  are  spent  on  bene- 
fits to  current  retirees.  With  pay-as-you-go  financing,  workers  make  transfers  to 
older  generations  based  on  the  expectation  that  younger  generations  will  make 
transfers  to  them  when  they  are  old.  Rates  of  return  are  determined  not  by  the  rate 
of  return  to  private  capital  investment,  but  by  the  size  of  the  transfers  received  by 
a  generation  in  relation  to  the  taxes  it  has  paid.  Inevitably,  this  relationship  deterio- 
rates as  pay-as-you-go  systems  mature  and  workers  pay  taxes  over  an  increasing 
share  of  their  work  lives.  Ultimately,  the  best  a  pay-as-you-go  system  can  offer  is 
determined  by  the  growth  rate  of  taxable  wages  in  the  economy. 

Referring  to  Chart  2,  the  average  1950  retiree  (the  1885  birth  cohort)  received  a 
real  rate  of  return  on  his  or  her  Social  Security  taxes  exceeding  20  percent.  In  other 
words,  if  this  cohort  of  workers  had  put  their  Social  Security  taxes  in  an  account 
yielding  a  rate  of  interest  (net  of  inflation)  of  20  percent,  compounded  annually,  the 
accumulated  balance  would  have  been  just  equal  to  the  present  value  of  the  Social 
Security  benefits  they  received.  The  1970  retiree  (the  1905  birth  cohort)  received  a 
real  rate  of  return  closer  to  10  percent,  and  the  1990  retiree  (the  1925  birth  cohort) 
can  expect  to  receive  about  5  percent.  That  rate  is  projected  to  fall  to  just  1-2  per- 
cent— the  projected  growth  rate  of  taxable  wages — for  young  workers  and  future 
generations.  This  is  much  lower  than  the  real  retucn  to  private  capital,  which  has 
been  estimated  to  be  on  the  order  of  9.3  percent  for  society  as  a  whole  (the  real  pre- 
tax return  to  capital)  and  about  5.4  percent  net  of  corporate  taxes.  Higher-income 
workers,  two-earner  couples,  and  single  workers  will  fare  even  worse.  Most  studies 
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show  that  workers  under  about  age  45  will  not  get  back  the  value  of  their  taxes 
plus  interest.  From  an  economic  perspective,  the  fact  that  Social  Security  offers 
vounger  workers  and  future  generations  a  rate  of  return  on  their  taxes  that  is  much 
lower  than  the  real  return  to  private  capital  means  that  there  is  less  saving  and 
investment  than  there  otherwise  would  be  and  a  lower  return  on  workers'  "invest- 
ments" in  Social  Security.  This  translates  into  significant  losses  of  real  income  and 
wealth  not  just  for  individual  workers  but  also  for  society  as  a  whole. 

Chart  2 

Real  Internal  Rates  of  Return  under  Social  Security 

Assumes  Taxes  Adjusted  to  Maintain  Solvency 
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Studies  by  economists  across  the  ideolo^cal  spectrum  suggest  that  the  economic 
gains  to  moving  away  from  Social  Security's  pay-as-you-go  method  of  finance — a 
low-yielding  system  of  income  transfers — toward  a  system  that  is  more  substantially 
advance  funded  (even  fully  funded)  would  be  very  large.  One  clear  advantage  of  the 
PSA  Plan  is  that  it  calls  for  greater  advance  funding  than  either  of  the  other  two 
plans. 

Conventional  reforms  that  raise  payroll  taxes  or  cut  future  benefits,  while  basi- 
cally maintaining  the  pay-as-you-go  structure,  will  shift;  costs  to  younger  workers 
and  future  generations — those  expected  to  fare  most  poorly  under  the  present  sys- 
tem— and  heighten  the  economic  losses,  thereby  weakening  rather  than  securing  the 
economic  and  political  foundation  of  the  system  in  the  years  ahead. 

GENERAL  SUPPORT  FOR  ADVANCE  FUNDING  AND  EQUITY  INVESTMENT 

As  noted  earlier,  there  was  general  consensus  on  the  Advisory  Council  on  two 
points:  (1)  the  need  to  improve  the  funding  base  of  the  svstem — increasing  the 
amount  of  assets  held  against  accruing  benefit  liabilities,  and  (2)  the  desirability  of 
investing  in  private  equity  and  reaping  the  gains  of  the  higher  expected  returns. 
Further,  a  majority  of  members  (7  of  13)  agreed  on:  (1)  the  desirability  of  moving 
toward  a  fully  funded  component  of  Social  Security;  (2)  the  hazards  of  centralizing 
and  possibly  politicizing  investment  decisions;  and  (3)  the  powerful  effects  that  pri- 
vate ownership  could  have  in  building  confidence  about  the  future  of  social  security. 
In  the  end,  a  majority  of  Council  members  supported  fully-funded  personal  savings 
accounts  as  a  key  component  of  long-range  reform. 

There  are  many  ways  that  personal  accounts  might  be  incorporated  into  Social  Se- 
curity— on  a  limited  basis  as  m  the  legislation  offered  bv  Senators  Kerrey  and  Simp- 
son (which  was  co-sponsored  by  Senator  Robb)  or  on  a  broad-scale  basis,  as  in  Chile 
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and  elsewhere  in  South  America;  on  a  mandatory  or  voluntary  basis;  or  as  an  add- 
on to  Social  Security  with  relatively  limited  discretion  for  workers  in  their  invest- 
ment (and  withdrawal)  decisions,  as  in  the  Council  chairman's  proposal,  or  as  a  sub- 
stitute for  a  portion  of  Social  Security,  with  relatively  wide  discretion  for  workers. 
The  PSA  Plan  is  something  of  a  hybrid.  It  incorporates  fairly  large  mandatory  indi- 
vidual accounts  which  substitute  for  a  portion  of  Social  Security  and  give  workers 
relatively  wide  discretion  in  their  investment  and  withdrawal  decisions. 

THE  PSA  PLAN 

Under  the  PSA  Plan,  Social  Security  would  gradually  be  transformed  into  a  two- 
tiered  system  in  which  roughly  half  of  the  Retirement  Program  is  fully  funded, 
through  a  system  of  privately-managed,  individually-ov^ned  retirement  accounts. 
The  first  tier  of  the  new  system  would  provide  a  flat  retirement  benefit  for  full-ca- 
reer workers,  which  is  scaled  to  years  of  work  and  financed  on  a  pay-as-you-go 
basis.  This  benefit  would  be  financed  (together  with  disability  and  survivor  benefits) 
by  7.4  percent  of  the  current  12.4  percent  Social  Security  payroll  tax.^  The  second 
tier  would  amount  to  a  system  of  mandatory  individual  retirement  accounts,  re- 
ferred to  as  Personal  Security  Accoimts  (PSA&),  fiinded  with  the  remaining  5  per- 
cent of  the  payroll  tax. 

Workers  would  own  their  personal  accounts  and  any  investment  earnings,  they 
would  be  free  to  invest  in  a  wide  range  of  investments  and  financial  institutions, 
and  they  could  begin  making  tax-fi"ee  withdrawals  at  62 — regardless  of  their  income 
or  work  status.  Workers  could  purchase  annuities  with  the  proceeds  of  their  ac- 
counts, but  would  not  be  compelled  to  do  so;  any  balances  remaining  at  death  could 
be  bequeathed  to  heirs. 

All  workers  under  55  would  receive  the  5  percent  rebate  for  investment  in  a  PSA; 
however,  other  aspects  of  the  two-tiered  system  would  take  several  decades  to  be 
phased  in  and  would  be  fully  effective  only  for  workers  under  25.  Retirees  and  older 
workers  would  not  be  affected  by  the  new  two-tiered  system. 

The  PSA  Plan  would  turn  the  vast  majority  of  Social  Security's  130  milUon  tax- 
payers into  investors  and,  in  the  next  decade  alone,  would  release  Uterally  hundreds 
of  bilUons  of  dollars  of  payroll  taxes  for  investment  in  the  private  sector.  As  an  indi- 
cation of  the  magnitudes  involved,  taxable  payroll  in  the  United  States  is  now  about 
$3  trillion,  5  percent  of  which  is  $150  billion  annually,  with  the  amount  of  addi- 
tional money  available  for  investment  each  year  growing  at  the  rate  of  growth  of 
total  wages  in  the  economy.  With  workers  assumed  to  allocate  roughly  half  of  their 
contributions  to  equities  and  half  to  U.S.  Government  securities,  with  an  average 
real  yield  on  their  PSAs  of  3.5  percent-4.0  percent  (net  of  administrative  loads),  the 
SSA  actuaries  project  that,  in  constant  1996  dollars,  the  aggregate  balance  in  per- 
sonal accounts  would  be  close  to  $6  trillion  in  2020  and  $10  trillion  in  2030.  This 
is  illustrated  in  Chart  3. 


^The  PSA  proposal  retains  the  spouse  benefit.  Unless  a  woman  earned  a  higher  benefit  on 
her  own  work  record,  she  would  be  eligible  for  one-half  of  her  husband's  benefit  (which  ulti- 
mately would  be  one-half  of  the  flat  benefit).  Widow's  and  widower's  benefits  would  continue 
as  well,  only  at  a  higher  percentage  amount.  Benefits  for  young  survivors  would  be  calculated 
as  under  present  law.  Disability  benefits  also  would  be  calculated  as  under  present  law  except 
that  they  would  be  capped  so  as  not  to  exceed  that  payable  to  an  age-65  retiree. 
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Chart  3 

Federal  Borrowing  Relative  to  Growing  PSA  Balances 


Trillions  of  1995  Dollars 


2000     2005     2010     2015     2020     2025  2030 


When  fully  phased  in,  workers'  personal  accounts  would  be  backed  up  by  the  first 
tier  benefit,  which  would  ensure  all  fiill  career  workers — high-  and  low-wage  alike — 
a  level  of  retirement  income  at  or  above  the  poverty  level. ^  As  under  present  law, 
this  benefit  would  be  cost-of-living  adjusted  and  payable  as  a  monthly  annuity  until 
death.  The  flat  benefit  is  explicitly  redistributive  toward  low-wage  workers,  in- 
tended to  ensure  that,  together  with  second  tier  accumulations,  all  full-career  work- 
ers, regardless  of  income  level,  can  expect  to  receive  a  minimally  adequate  retire- 
ment income  from  Social  Security.  By  minimally  adequate  we  mean  enough  so  that 
even  low-wage  workers — and  even  workers  who  invest  in  relatively  low-yielding  as- 
sets— should  not  have  to  resort  to  means-tested  poverty  assistance.  Our  expectation 
is  that  workers  will  do  considerably  better  than  this. 

The  system  of  personal  accounts  we  propose,  managed  by  private  financial  institu- 
tions and  controlled  by  individual  workers,  would  be  more  effective  than  the  other 
two  plans  at  addressing  the  weaknesses  in  the  present  system,  avoiding  the  pitfalls 
of  centralized  investment,  and  taking  advantage  of  the  opportunities  in  private  mar- 
kets. It  would  fully  fund  a  substantial  portion  of  Social  Security  and  create  a  mecha- 
nism for  investing  workers'  taxes  in  higher-yielding  private  capital  without  cen- 
tralizing or  politicizing  investment  decisions — which  would  put  taxpayers'  monies 
(and  retirees'  benefits)  at  risk  and  likely  distort  the  allocation  of  capital  in  the  econ- 
omy. 


2  There  has  been  much  confusion  about  the  level  of  the  flat  benefit.  For  computation  pur- 
poses, the  flat  benefit  would  initially  be  $410/month  for  an  individual  in  1996  ($615  for  a  worker 
and  non-working  spouse),  which  is  presently  only  about  two-thirds  of  the  poverty  level.  No  one 
would  actually  receive  this  amount,  however.  During  the  phase-in  of  the  two-tiered  system, 
workers  would  receive  a  benefit  that  combines  the  benefit  they  have  accrued  under  the  present 
system,  wage  indexed  until  retirement,  plus  a  share  of  the  flat  benefit  based  on  the  number 
of  years  covered  by  the  new  system,  also  wage  indexed  until  retirement.  In  2041,  the  first  year 
workers  could  retire  at  the  normal  retirement  age  receiving  only  the  flat  benefit  (and  their  PSA 
accumulations),  the  benefit  is  projected  to  be  $664/month  in  1996  dollars,  62  percent  higher  than 
today  in  real  terms,  and  higher  than  the  projected  poverty  level  at  that  time.  The  real  growth 
of  the  flat  benefit  stems  from  the  wage  indexing  prior  to  the  date  of  eligibility  for  benefits.  Once 
on  the  rolls,  benefits  would  be  cost-of-living  adjusted. 
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NO  FREE  LUNCHES 

There  are  no  free  lunches,  of  course.  As  with  any  proposal  to  advance  fund  a  por- 
tion of  Social  Security,  there  is  a  transition  cost  ot  getting  from  where  we  are  to 
where  we  would  like  to  be.  The  reason  is  Social  Security's  pay-as-you-go  method  of 
finance,  which  leaves  us  with  an  enormous  unfunded  liability.  Moving  toward  a  fully 
funded  component  of  Social  Security — without  reneging  on  outstanding  benefit 
promises — requires  that  workers  (or  somebody!)  meet  tne  cost  of  benefits  to  retirees 
and  older  workers,  and  in  addition  begin  paying  for  a  portion  of  their  own  retire- 
ment. 

The  transition  cost  of  this  plan,  which  is  spread  over  70  years,  has  been  estimated 
by  the  SSA  actuaries  to  be  about  1.5  percent  of  taxable  payroll  on  an  average  an- 
nual basis.  This  would  be  met  by  a  1.5  percent  payroll  tax  supplement  which,  be- 
cause of  the  relatively  heavy  benefit  costs  in  the  next  few  decades,  would  be  supple- 
mented by  new  Federal  borrowing.^  Under  SSA's  projections,  this  borrowing  would 
equal  1.23  percent  of  GDP  in  1999  and  rise  to  a  peak  of  1.93  percent  of  GDP  in 
2007,  then  fall  gradually  to  1  percent  of  GDP  in  2020  and  to  zero  by  2030.  Beyond 
2030,  Social  Security  would  improve  the  overall  Federal  budget  relative  to  present 
law.  In  cumulative  terms,  total  borrowing  would  peak  at  $2.3  trillion  (in  constant 
1995  dollars)  around  2020-2025.  This  debt  would  be  repaid  (with  the  proceeds  of 
the  payroll  tax  supplement)  during  the  latter  part  of  the  70-year  transition  period, 
at  the  end  of  whicn  the  tax  supplement  would  be  repealed. 

While  much  has  been  said  aoout  these  transition  costs,  several  points  should  be 
noted.  First,  none  of  the  proponents  of  the  PSA  Plan  support  a  payroll  tax  increase 
to  help  finance  the  continuation  of  the  current  structure  of  benefits  or  to  fund  a  per- 
sonal accounts  add-on  to  Social  Security.  We  support  this  tax  only  as  a  means  of 
transitioning  to  a  new  system,  one-half  of  which  is  fully  funded  through  personal 
accoimts. 

In  addition,  among  taxes,  we  would  prefer  a  broad-based  consumption  tax,  which 
would  be  paid  by  a  broader  segment  of  the  population,  including  the  elderly  who 
have  fared  so  well  under  the  current  pay-as-you-go  system,  create  fewer  labor  mar- 
ket distortions,  and  be  consistent  with  our  more  general  goal  of  boosting  saving. 
However,  since  the  United  States  does  not  presently  have  such  a  tax,  we  concluded 
that  the  costs  of  setting  up  the  administrative  apparatus  and  layering  this  tax  on 
top  of  the  existing  income  tax  structure  would  surely  outweigh  the  gains.  Should 
the  U.S.  tax  system  move  in  the  direction  of  a  consumption  base,  we  would  regard 
this  as  a  highly  preferable  means  of  meeting  part  of  the  cost  of  transition. 

We  also  would  prefer  to  couple  general  spending  reductions  with  any  tax  increase. 
Without  having  the  time,  the  resources,  or  the  mandate  to  identify  specific  spending 
reduction  measures,  however,  the  consensus  was  that  an  explicit  tax  was  required 
to  deal  forthrightly  with  the  issue  of  transition  costs. 

We  do  believe  that  debt-financing  part  of  the  transition  is  desirable.  This  helps 
spread  the  burden  to  future  generations,  who  stand  to  gain  the  most  from  these  re- 
forms, rather  than  concentrating  it  on  today's  workers.  Furthermore,  as  discussed 
below,  this  borrowing  basically  amounts  to  making  explicit  a  portion  of  a  debt  that 
already  exists — in  the  form  of  outstanding,  unfunded  benefit  promises — but  is  not 
officially  recognized  in  Federal  budget  accounts. 

PUTTING  THE  BORROWING  INTO  PERSPECTIVE 

In  the  current  budget  climate,  it  is  not  surprising  that  concern  has  been  expressed 
about  a  reform  plan  that  involves  significant  amounts  of  Federal  borrowing.  It  is 
essential  to  bear  in  mind,  however,  that  Social  Security  already  has  amassed  a  huge 
debt — on  the  order  of  $9-$  11  trillion — and  annual  changes  in  this  debt  are  ignored 
in  the  Nation's  cash-flow  budget.  Increasing  the  funding  base  of  Social  Security  in- 
volves making  explicit  a  portion  of  this  imphcit  debt. 

To  provide  some  perspective  on  the  amount  of  borrowing  under  the  PSA  Plan, 
Table  1  shows  a  measure  of  Social  Security's  unfunded  UabHity.  Referred  to  as  the 
system's  "closed-group"  unfunded  habihty,  it  shows  benefits  projected  to  be  paid  to 
current  workers  and  retirees  over  the  next  75  years  in  excess  of  the  taxes  they  are 


3  A  caveat  on  the  actuarial  projections:  Under  the  actuaries'  methodology,  the  PSA  Plan  (as 
well  as  the  other  two)  is  assumed  to  have  no  effect  on  national  saving  and  economic  growth. 
The  long-term  rate  of  economic  growth  is  assumed  to  be  1.4  percent-1.5  percent  annually,  inde- 
pendent of  which,  if  any,  of  the  three  plans  is  adopted.  In  our  view,  the  PSA  reforms  woiild 
be  very  beneficial  to  the  economy.  If  this  is  the  case,  or  if  the  rate  of  economic  growth  is  simply 
higher  than  now  projected,  the  actual  rate  of  taxation  would  be  lower.  This  does  not  follow  in 
the  case  of  the  "individual  accounts"  add-on  plan,  which  specifies  a  mandatory  tax/saving  rate 
in  the  law. 
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projected  to  pay  (plus  the  current  reserve  fund),  expressed  in  present  value  terms. 
According  to  the  SSA  actuaries'  most  recent  projections,  Social  Security  is  projected 
to  spend  $18.6  trillion  on  benefits  to  current  workers  and  retirees;  this  is  $8.9  tril- 
lion more  than  the  amount  already  held  in  reserves  plus  the  taxes  they  are  pro- 
jected to  pay.  This  impHcit  debt  grew  by  $836  billion  in  the  previous  year  alone — 
which  was  substantially  more  than  the  increase  in  formal  debt  issued  to  the  public 
over  the  same  period.  The  cumulative  increase  in  social  security's  implicit  debt  ex- 
ceeded $2  trillion  in  the  5-year  period  since  1991;  over  the  period  1986  to  1996,  the 
increase  was  $3.5  trillion. 

Table  1 

Social  Security's  Mounting  Unfunded  Liabilities: 
Projected  Benefits  in  Excess  of  Tax  Income  and  Current  Reserves, 
In  Present  Value  Terms* 
($  in  billions) 


Present  Value  of  Social  Security's  Long-Range  Operations 


Annual 

75- Year  75-Year         75-Year       Increase  in 

Year  of  Benefit  Tax  Unfunded  Unfunded 

Evaluation      Obligations        Income        Obligations  Obligations 


1986 

$11,335 

$5,942 

$5,394 

1987 

11.795 

6,215 

5.580 

$187 

1988 

12,162 

6,422 

5,740 

160 

1989 

13,027 

6,929 

6,098 

358 

1990 

14,943 

7,824 

7.119 

1,021 

1991 

14.328 

7,734 

6.595 

-524 

1992 

15,660 

8,284 

7,376 

781 

1993 

16,515 

8.894 

7,621 

245 

1994 

17,450 

9.142 

8.309 

688 

1995 

17,026 

9,005 

8,020 

-289 

1996 

18.635 

9,779 

8,856 

836 

Cumulative  Increase  in  Unfunded  Obligations,  1986-1996:  $3,462 


•  This  is  referred  to  as  social  security's  "closed-group  deficiency"  over  the  next 
75  years.  It  includes  payments  to  and  income  from  current  workers  (age  15  and 
older)  and  retirees,  but  not  future  generations  of  workers.  Income  includes 
current  OASDI  reserve  funds. 

Source:  Office  of  the  Actuary,  Social  Security  Administration,  1 996. 

The  $2.3  trillion  in  exphcit  debt  envisioned  in  the  PSA  Plan,  accumulated  over 
a  20  to  30  year  period,  is  thus  not  large  in  relation  to  the  amount  of  imphcit  debt 
Social  Security  accumulates  on  automatic  pilot  over  much  shorter  periods  of  time. 
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(If  expressed  in  present  value  terms,  as  are  the  data  in  Table  1,  the  new  explicit 
debt  peaks  at  $650  biUion.) 

Even  in  the  context  of  conventional  budgeting,  the  amount  of  new  borrowing  is 
not  large  by  recent  historical  standards.  The  increase  in  debt  under  the  PSA  Plan 
is  about  equal  to  the  amount  of  Federal  debt  absorbed  by  financial  markets  between 
fiscal  year  1980  and  fiscal  year  1994  (which  was  $2.2  trillion  in  constant  1995  dol- 
lars), a  period  about  one-half  as  long  as  envisioned  in  the  PSA  Plan.  The  issuance 
of  this  debt,  moreover,  would  be  accompanied  by  the  rapid  accumulation  of  assets 
in  personal  accounts,  with  the  total  amount  of  debt  always  less  than  and  ultimately 
dwarfed  by  the  balances  in  personal  accounts. 

Chart  3  shows  SSA's  projections  of  the  total  amount  of  Federal  borrowing  under 
the  PSA  Plan  relative  to  total  accimiulations  in  personal  accounts  in  constant  1995 
dollars. 4  As  indicated,  PSA  accumulations  rise  rapidly  fi-om  about  $1  trillion  in  2003 
to  $4  trilUon  in  2015,  $8  trilUon  in  2025,  and  to  $10  trillion  in  2030.  Total  borrow- 
ing, at  its  peak  around  2020,  amounts  to  40  percent  of  PSA  accumulations  in  that 
year,  and  then  decUnes  at  a  rate  of  about  2  percentage  points  annually  relative  to 
PSA  balances.  By  2025,  for  example,  the  ratio  is  projected  to  have  dropped  to  about 
30  percent  and,  by  2030,  to  20  percent. 

As  these  figures  suggest,  while  the  impact  of  the  PSA  Plan  on  the  Federal  budget 
is  initially  negative — and  is  projected  to  remain  so  until  2030 — it  is  critical  to  con- 
sider broader  measures  to  assess  the  long-term  economic  consequences  of  the  plan. 
For  purposes  of  the  Advisory  Council  Report,  a  simple  measure  of  national  wealth 
was  developed,  which  takes  into  accoimt  the  increase  in  private  assets  under  the 
various  plans  net  of  any  changes  in  Federal  borrowing.  It  is  referred  to  as  a  "first 
order"  wealth  effect  because  it  does  not  take  into  account  offsetting  actions  that 
might  be  taken  by  private  individuals  or  by  the  Federal  Grovemment. 

Using  this  measure,  the  cumulative  effect  of  the  PSA  Plan — including  the  per- 
sonal accounts,  the  transition  tax  and  borrowing,  and  significant  reductions  in  long- 
range  benefits — on  the  Nation's  wealth  is  positive  fi-om  the  start  and  grows  more 
rapidly  than  under  either  of  the  other  two  plans.  In  terms  of  increasing  national 
saving  and  raising  national  wealth,  the  PSA  Plan  ultimately  outperforms  the  other 
plans  by  a  significant  margin. 

In  terms  of  reducing  entitlement  spending,  the  PSA  Plan  outperforms  the  other 

f)lans  by  an  even  larger  margin.  For  purposes  of  comparison,  the  PSA  Plan  reduces 
ong-range  benefit  costs  from  a  projected  $21.3  trillion  (in  present  value  terms)  to 
$14.6  trillion,  or  bv  about  31.5  percent.  The  "maintain  benefits"  plan  reduces  long- 
range  benefits  slightly — to  $21.2  trillion — and  the  "individual  accounts"  add-on  plan 
reduces  costs  to  $18.9. 

CAN  TRANSITION  COSTS  BE  MET  IN  OTHER  WAYS? 

Certainly,  there  are  other  ways  to  fund  the  transition  to  fully-funded  personal  ac- 
counts, involving  different  mixes  and  kinds  of  tax  increases,  spending  reductions, 
asset  sales,  and  Federal  borrowing — each  of  which  distributes  the  burden  of  the 
transition  (and  the  net  gains  to  privatization)  differently  across  generations  and  in- 
come classes.  Chile,  for  example,  used  a  multi-pronged  approach,  relying  on  general 
spending  reductions  and  tax  increases,  some  reductions  in  Social  Security  spending, 
some  asset  sales,  and  new  Federal  borrowing.  The  Kerrey-Simpson  bill  uses  quite 
a  different  approach — it  funds  the  transition  to  personal  accounts  by  scaling  back 
Social  Security  benefits  for  present  and  future  beneficiaries.  This  imposes  relatively 
more  of  the  burden  on  current  generations,  who  have  fared  so  well  under  the  cur- 
rent system,  but  hmits  the  extent  to  which  personal  accounts  can  be  incorporated 
into  Social  Security.  (Their  bill  would  divert  only  2  percent  of  the  payroll  tax.) 

The  important  point,  however,  is  that  there  is  no  getting  away  from  the  fact  that 
if  we  are  to  move  to  a  higher-yielding  system  built  on  real  saving  and  capital  accu- 
mulation, in  which  each  generation  saves  for  its  own  retirement  rather  than  passing 
the  cost  along  to  future  generations,  there  is  a  price  to  be  paid — that  price  being 
the  cost  of  meeting  outstanding  liabilities  (or  expected  benefits)  under  the  old  sys- 
tem. 

Making  matters  more  difficult.  Social  Securitv  is  significantly  underfunded  on  a 
pay-as-you-go  basis.  To  make  ends  meet  and  also  allow  for  personal  accounts,  the 
PSA  Plan  includes  a  number  of  changes  to  reduce  the  ongoing  cost  of  the  program, 


*  This  borrowing  has  two  components:  first,  direct  borrowing  specified  in  the  PSA  Plan  and, 
second,  what  might  be  called  indirect  borrowing  which  results  from  the  loss  of  projected  Social 
Security  surpluses  and  the  more  rapid  draw-down  of  trust  fund  reserves  than  under  present 
law.  For  current  purposes,  it  is  assumed  that  the  Federal  Government  takes  no  offsetting  ac- 
tions in  the  rest  of  the  budget  which  would  reduce  the  amount  of  new  borrowing. 
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such  as  raising  the  retirement  age  to  67  more  rapidly  than  under  present  law  and 
indexing  the  age  to  increases  in  life  expectancy. 

A  SUMMING  UP 

When  compared  with  the  alternatives,  the  PSA  Plan  has  the  most  potential  for 
increasing  national  saving  and  economic  output  over  the  long  haul.  Its  benefits  are 
not  limited  to  this,  however.  Under  reasonable  assumptions,  single  workers  and 
two-earner  couples  are  expected  to  fare  better  than  they  would  under  either  of  the 
other  plans  or  a  shored  up  pay-as-you-go  system.  Younger  workers  stand  to  gain  the 
most,  both  in  terms  of  expected  benefits  and  increases  in  national  wealth.  In  addi- 
tion, with  personal  accounts,  workers  and  families  would  be  directly  involved  in  the 
financial  decisions  that  affect  their  own  future  well-being.  While  workers  would  take 
on  financial  risks,  they  would  gain  something  of  value:  private  ownership  of  real 
wealth.  They  would  also  shed  some  of  the  financial  and  political  risks  attached  to 
Government  benefit  promises  20,  30,  or  40  years  down  the  road. 

Critics  decry  the  idea  of  workers  managing  their  own  financial  accounts — some- 
what surprising  in  a  nation  with  extensive  experience  with  401(k)  plans  and  various 
mutual  funds,  not  to  mention  the  most  sophisticated  financial  markets  in  the  world. 
But  what  is  the  alternative,  given  broad  agreement  that  Social  Security  should  be 
more  substantially  advance  funded?  With  literally  trillions  of  dollars  of  workers' 
taxes  hanging  in  the  limb,  it  is  essential  that  our  investment  policy  be  structured 
so  that  workers'  taxes  are  actually  saved  and  invested  for  the  future,  rather  than 
spent  by  the  Government  on  current  consumption,  and  that  the  allocation  of  capital 
in  the  economy  is  shielded  fi-om  political  manipulation.  I  know  of  no  investment  pol- 
icy more  likely  to  achieve  these  ends  than  one  in  which  investment  decisions  are 
made  through  a  highly  decentralized,  market-based  system,  such  as  envisioned  in 
the  PSA  Plan. 

Those  of  us  who  support  the  PSA  Plan  believe  that  securing  Social  Security  in 
the  decades  ahead  will  take  more  than  traditional  "nip  and  tuck"  changes  that  close 
long-range  deficits.  Creating  a  system  of  real  value  to  younger  workers  requires  re- 
forms that  create  real  wealth,  bolster  expected  returns,  and  lessen  the  political  risks 
attached  to  the  Government's  long-term  benefit  promises.  A  fi-uitful  debate  on  such 
reforms  can  not  be  held  in  the  context  of  their  short-term  impact  on  the  Federal 
budget;  the  debate  must  be  extended  to  consider  the  likely  long-term  effects  of  var- 
ious policies  on  the  overall  economy  and  on  the  well-being  of  present  and  futiu*e  re- 
tirees. 
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ATTACHMENT 

Selected  pages  excerpted  from  "Restoring  Security  to  Our  Social  Security  Retire- 
ment Program,"  Supplemental  Statement  by  Joan  T.  Bok,  Ann  L.  Combs,  Sylvester 
J.  Schieber,  Fidel  A.  Vargas,  and  Carolyn  L.  Weaver,  in  Report  of  the  1994-1996 
Advisory  Council  on  Social  Security,  Vol.  1. 

RNDTNCS.  RfCOMME^fPA^^ONS.  AND  STATiMPNfTS  


VI.  Why  We  Oppose  Altenutive 
Proposals  Before  the  Advisory  Council 

As  we  said  earlier,  we  support  our  proposal 
because  we  believe  it  would  be  the  most  effective 
in  providix\g  retirement  security  for  current  axvd 
future  workers/  and  the  most  equitable  in 
delivering  benefits  aaoss  generations  in  relation 
to  the  contributions  those  generations  will  make. 
We  also  believe  our  proposal  is  the  most 
promising  for  helping  to  spur  economic  growth 
in  the  future.  There  are  several  specific  reasons 
we  op{>ose  the  other  two  plai\s. 

Reasons  We  Oppose  tht  Maintenance  of 
Beiie/its  Proposal 

There  are  five  hmdamental  reasons  why  we 
oppose  the  Maintenance  of  Benefits  (MB) 
proposal  that  has  been  put  forward  by  six 
members  of  the  Advisory  CoundL  The  first  has 
to  do  with  the  presentation  of  the  proposal  The 
other  four  have  to  do  with  the  substarvce  of  the 
proposal. 

Our  first  reason  for  opposirxg  this  plan  relates 
to  its  presentation.  For  the  last  18  to  20  months. 


we  have  been  raisirxg  what  we  believe  to  be 
substantive  questions  about  the  desirability  of 
having  the  federal  government  become  the 
largest  holder  of  private  capital  in  our  economy. 
Throughout  the  deliberations  of  the  Courvdl  our 
concerns  were  dismissed.  Through  the 
penultimate  draft  of  the  Council's  report,  dated 
in  late  October  1996,  the  advocates  of  the 
Mainterumce  of  Benefits  option  had  described 
their  proposal  as  envisioning  "large  scale 
investment  of  OASDI  Trust  Fund  monies  in  the 
equity  market  in  order  to  help  bring  the  program 
into  balarure..."  The  final  version  presented  to 
the  Council  in  late  November  1996,  "envisions, 
after  a  period  of  study  and  evaluation,  the 
possibility  of  a  large-scale  investment  of  OASDI 
Trust  Fund  monies..."  [emphasis  added]. 

Even  though  the  proponents  of  this  proposal 
seem  to  be  having  second  thoughts  about  its 
desirability  as  we  approach  the  end  of  our 
lengthy  deliberatioiu,  all  of  the  comparative 
analyses  of  the  plans  contained  in  this 
report — including  all  of  the  actuarial 
analyses — assume  that  this  change  is  still  part  of 
the  basic  proposal  This  element  of  their  proposal 
has  been  the  largest  single  "fix"  that  they  had  to 
offer.  The  remainder  of  their  proposal  is  wholly 
inadequate  to  rebalance  the  system:  over 
one-third  of  the  long-range  deficit  is  left 
unsolved.  Moreover,  the  remainder  of  their 
proposal  is  wholly  inadequate  to  achieve  the 
benefit  levels  contamed  in  the  various  actuarial 
aiulyses.  Additional  tax  ixvireases  would  be 
required,  and  they  would  hit  younger 
generations  the  hardest 

The  remainder  of  our  comments  relate  to  our 
opposition  to  central  government  investment  of 
trust  fund  monies  in  the  private  sector. 

First,  we  do  not  believe  that  it  is  desirable  for 
the  federal  goverzunent  to  become  a  large 
investor  in  the  private  capital  markets  of  this 
country.  The  proporxents  of  the  MB  plan  would 
have  us  believe  that  Congress  would  (and  could) 
follow  a  passive  investment  strategy  that  would 
gei\erate  favorable  rates  of  return  for  the  trust 
funds,  expose  workers  axul  retirees  to  minimal 
risks,  and  be  neutral  in  its  effects  on  VS.  capital 
markets.  We  do  not  share  this  view.  We  believe 
that  with  the  accumulation  of  such  vast  equity 
holdings— $1  trillion  or  more  in  constant  1996 
dollars  by  the  year  2015 — the  pressures  to  use  the 
funds  for  socially  or  politically  "desirable  goals' 
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would  be  tremendous,  putting  at  risk  not  only 
workers'  taxes  and  retirees'  benefits,  but  also  the 
allocation  of  capital  in  the  economy.  We  know  as 
a  practical  matter  that  even  if  Congress  were  able 
to  overcome  all  political  temptations,  and  devise 
a  truly  passive  (and  neutral)  investment  strategy, 
there  would  be  no  way  for  it  to  bind  future 
Congresses  to  comply  with  this  strategy. 

It  is  worth  noting  that  the  current 
administration  has  suggested  that  some  share  of 
employer-sponsored  retirement  plan  assets 
should  perhaps  be  used  for  "economically 
targeted  investments."  This  term  is  ger\erally 
considered  to  mean  making  investment  decisions 
to  achieve  socially  desirable  purposes  rather  than 
basing  the  decisions  solely  on  their  economic  risk 
and  return.  The  current  administration  also  used 
federal  pension  funds  to  avoid  debt  ceiling  limits 
when  it  could  not  resolve  its  budget  differences 
with  Congress  in  early  1996. 

More  generally,  while  we  are  all  aware  that 
rules  can  be  devised  that  would  require 
investments  to  be  nude  passively  through  index 
funds,  our  concern  is  that  there  is  no  assurance 
that  such  rules  would  be  devised  and  eivacted  by 
Congress  and  no  mear«  at  all  by  which  to  bind 
future  Congresses.  One  can  easily  imagir\e  the 
political  pressures  that  would  come  to  bear  on 
Congress  to  drop  shares  of  certain  comparues 
from  the  index,  perhaps  tobacco  companies  or 
companies  deemed  to  have  unfavorable  labor 
practices;  the  pressures  to  add  shares  of  other 
comparxies,  perhaps  those  with  favorable  work 
conditions  and  employee-benefit  packages;  or  the 
pressures  to  dump  shares  when  the  market 
experiences  a  drop  in  value.  Any  such  activity 
would  immediately  render  a  passive  investment 
strategy  active  and  politidzect  and,  to  the  best  of 
our  knowledge,  active  management  of  a  nussive 
reserve  fund  has  virtually  no  support  on  the 
Advisory  Council. 

Second,  we  believe  that  if  the  government  were 
to  become  a  large  investor  in  the  private  capital 
base  of  our  economy  it  would  create  tremendous 
conflicts  of  interest  for  the  goverrunent  in  its  roles 
as  fiduciary  for  Social  Security  participants,  on 
the  one  hand,  and  regulator  of  business  in  the 
interest  of  the  public  welfare  on  the  other. 
Consider,  for  example,  the  situation  that  w£ 
would  be  facing  today  if  the  government  were  the 
largest  investor  in  tobacco  companies.  How 
could  it  resolve  its  responsibility  to  protect  the 


worth  of  the  assets  that  were  the  basis  of  workers' 
retirement  irKome  security  while  considering  the 
need  to  regulate  the  sale  of  tobacco  products  in 
the  interest  of  protecting  the  public's  health? 

Third,  we  believe  that  the  issues  of  corporate 
govemarKe  raised  by  this  proposal  are  extremely 
important  The  suggestion  that  Sodal  Security 
could  be  a  passive  investor  not  exercising  its 
shareholder  rights,  including  voting  proxies,  in 
the  large  number  of  companies  in  which  it  would 
own  stocks  completely  ignores  the  redistribution 
of  owixership  rights  and  management  control  that 
would  result  The  recommendation  indicates 
that  investments  would  not  be  nude  in  all  stocks 
in  the  economy,  only  in  those  represented  by 
major  indexes.  This  suggests  that  Sodal  Security 
could  become  the  largest  shareholder,  owning  5 
to  10  percent  of  the  stocks  of  virtually  all  of  the 
largest  comparues  in  the  Uruted  States.  With  that 
kind  of  ownership  share  being  passive,  other 
minority  investors  would  be  cast  into  positions  of 
having  nujority  conbrol  in  some  of  the  companies 
involved.  Would  this  prove  to  be  a  universal 
problem?  Probably  not.  In  cases  where 
corporate  policy  issues  were  extremely 
contentious  and  the  power  balance  between  those 
on  or\e  side  or  the  other  of  the  issues  was  slim, 
however,  this  policy  could  be  a  decisive  factor  in 
determining  corporate  control.  Furthermore,  the 
government  has  consistently  ta.ken  the  position 
that  the  voting  of  proxies  for  stock  held  by 
pension  plans  is  a  fidudary  act  Ignoring  proxies 
is  not  an  option  for  fidudaries  of  private-sector 
pension  plans.  Why  should  this  responsibility  be 
waived  for  the  trustees  of  Sodal  Security? 

Fourth,  the  MB  proposal  holds  out  a  false 
promise  to  the  American  worker.  It  suggests  that 
the  underfunding  in  the  current  system  can 
largely  be  overcome  without  any  added  costs 
being  borne.  As  the  proponents'  summary  of  this 
proposal  suggests:  "The  sole  purpose  of  Sodal 
Security's  investment  in  equities  is  to  secure  a 
higher  return  than  can  be  obtained  from  the 
present  practice  of  investing  all  funds  in 
government  bonds."  There  are  at  least  three  false 
premises  underlying  this  false  promise  to 
American  workers— first,  that  the  goverrunent 
can  just  swap  debt  for  equity  and  nuke  trillior\s 
of  dollars  in  the  process;  second,  that  there  are  no 
serious  political  consequences  to  consider  when 
govemment-rtm  trust  funds  take  on  the  finandal 
risks'of  equity  investment;  and  third,  that  there  is 
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no(  some  signiAcant  risk  that  the  Congres*  would 
reject  the  proposal  that  it  be  entrusted  as  portfolio 
manager  to  the  nation's  140  million 
worker-taxpayers,  leaving  a  very  substantial 
funding  shortfall  in  the  MB  proposal 

As  to  the  first  premise,  the  comparative 
analysis  of  the  proposals  shows  that  this  proposal 
generates  little  in  the  way  of  added  savings  in  the 
national  economy  over  its  early  years.  The 
accumulation  of  $1  trillion  in  equities  is  to  be 
accomplished  largely  by  swapping  the 
government  bonds  the  trust  funds  otherwise 
would  have  held  for  equities. 

As  Gramlich  and  Twiru\ey  argue  in  their 
separate  statement,  if  it  is  such  a  good  idea  for  the 
government  to  trade  SI  trillion  worth  of  borvds  for 
equities,  why  doesn't  it  just  issue  the  bonds  today 
and  buy  the  equities  straight  out  Of  course, 
almost  all  economists  and  firuncial  analysts 
would  tell  us  that  such  policies  would  change 
relative  interest  rates,  increasing  rates  on 
government  bonds  relative  to  private  securities 
and  resulting  in  a  potentially  large  redistribution 
of  wealth  from  existing  bond  holders  toward  r^ew 
bond  holders  and  from  new  equity  investors 
toward  existirvg  equity  holders.  Federal  Reserve 
Chairman  Alan  Greenspan  made  this  point 
recently,  stating  that  merely  investing  the  current 
tr\ist  hinds  in  stocks  would  boost  interest  rates  on 
government  bonds.  He  concluded  "[Ajt  best,  the 
results  of  this  restricted  form  of  privatization  are 
ambiguous.""  The  great  swap  experiment  may 
improve  returns  to  the  trust  funds,  but  not 
without  imposing  large  urvcompensated  losses  on 
many  Americans.  Anyoive  who  holds  out  to  the 
American  people  the  hope  that  there  is  a  no  cost 
option  for  solving  the  problems  we  face  with  our 
entitlement  programs  is  grossly  distorting  the 
facts.  We  are  aware  that  there  may  be  salutary 
effects  to  forcing  the  govenunent  to  compete  in 
the  open  market  to  sell  the  bonds  it  issues  to  the 
trust  funds,  but  these  could  be  achieved  with 
fewer  econorruc  and  political  risks  under  the  PSA 
plan. 

As  to  the  second  premise,  we  do  not  believe 
that  the  supporters  of  the  MB  plan  have 
adequately  considered  the  political  and  firumdal 


consequences  of  major  movements  in  equity 
values.  With  the  federal  government  holding 
trillions  of  dollars  in  private  equities  in  the  Social 
Security  trust  funds,  what  would  happen  if  there 
were  a  major  drop  in  equity  values?  Could 
Congress  stand  by  idly  as  the  value  of  Social 
Security's  portfolio  dropped?  How  long  could  it 
stand  by  idly?  Would  it  alter  its  investment 
strategy  mid-stream,  tunung  a  passive  into  an 
active  strategy?  Would  it  resort  to  general 
revenue  bailouts  to  "hold  the  trust  funds 
harmless?"  What  kind  of  pressures  might 
Congress  bring  on  the  exchanges  and  on  financial 
regulators  to  slow  market  adjustments? 
Alterrutively/  if  .fund  maiugers  adjusted  equity 
holdings  to  maintain  either  a  fixed  share  of 
equities  or  a  target  rate  of  return  on  the  overall 
portfolio,  how  would  this  be  done  without 
adversely  affecting  share  values?  The  nm-up  in 
the  stock  market  in  1995  and  again  in  1996,  for 
example,  presumably  would  have  required  a 
major  selling  off  of  equity  shares.  How  often  and 
how  quickly  would  such  adjustments  be  made? 
Proponents  of  the  MB  plan  did  not  evaluate  these 
possibilities.  We  believe  that  these  political  and 
tinandal  risks  are  far  larger  with  a  centralized 
investment  mechanism  than  with  the  highly 
decentralize  mecharusm  in  our  PSA  plan. 

As  to  the  third  premise,  it  is  our  view  that 
Congress  and  the  American  people  would 
recognize  the  political  aiul  economic  pitfalls  of 
putting  the  federal  govenurxent  in  the  position  of 
portfolio  manager  and  would  reject  this  proposal. 
If  it  did,  a  payroll  tax  irKrease  of  at  least  0.82 
percentage  points  would  be  required  to  offset  the 
revenue  loss. 

Fifth,  there  was  a  broad  consensus  among  the 
members  of  the  Advisory  Council  that  proposals 
to  increase  the  payroll  tax  to  deliver  benefits  in 
the  context  of  the  current  benefit  structure  were 
not  desirable.  Yet  this  proposal  does  precisely 
thaL  Delaying  the  tax  inaease  until  the  next 
century,  or  failing  to  acknowledge  the  need  for  an 
earlier  tax  increase,  does  not  change  this  reality. 

As  a  related  matter,  we  believe  the  proposal  to 
increase  the  payroll  tax  rate  by  1.60 
percent — employee  and  employer  rates 


1^  Greenspan  went  on  to  say,  "I  should  stress  that  this  does  not  mean  that  at  least  a  partial 
privatization  of  our  Social  Security  System  does  not  provide  a  potentially  viable  solution  to  cur- 
rent funding  problems.  There  are  a  number  of  thoughtful  initiatives  that,  through  the  process 
of  privatization,  could  increase  domestic  savings  rates.  These  are  clearly  worthy  of  intensive 
evaluation.  Perhaps  the  strongest  argument  for  privatization  is  that  replacing  the  current  xm- 
funded  system,  which  apparently  discourages  savings,  with  a  fiilly  funded  system,  is  that  such 
a  change  could  boost  domestic  savings.  But,  in  any  event,  we  must  remember  it  is  because  pri- 
vatization plans  might  increase  savings  that  makes  them  potentially  viable,  not  their  particular 
form  of  financing. " — From  remarks  by  Alan  Greenspan  at  the  Union  League  of  Philadelphia, 
Philadelphia,  PA,  December  6,  1966. 
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combined — m  2045  is  grossly  unfair  to  a  whole 
generation  of  citizens  who  cannot  possibly 
defend  their  own  political  interests.  This 
proposal  amounts  to  nothing  more  than 
imposing  a  tax  that  we  are  not  willing  to  pay 
ourselves  on  our  grandchildren  who  have  not  yet 
been  bom.  While  we  do  not  agree  with  max\y  of 
the  characterizations  of  Sodal  Security  as  nothing 
more  than  a  Ponzi  scheme,  we  can  understand 
why  some  citizens  might  resort  to  such 
characterizations  when  they  see  proposals  of  this 
sort. 

We  would  also  note  our  concern  with  the  way 
the  asset  allocation  decision  in  the  MB  option 
appears  to  have  been  developed.  The  amount  of 
Social  Security  reserves  to  be  invested  in  private 
equity  was  not  determined  by  an  analysis  of  the 
excess  returns  relative  to  risk  for  different  asset 
classes— in  this  case,  private  equities  and 
government  bonds— or,  in  more  gei\eral  terms, 
by  an  analysis  of  the  degree  of  risk  that  would  or 
should  be  borne  by  Sodal  Security  taxp^tyers  axvl 
beneficiaries.  Nor  was  any  arudysis  conducted  of 
the  way  the  risks  of  equity  investment  would  or 
should  be  allocated  between  taxpayers  and 
beneHdaries.  Wirixout  these  kinds  of  analyses, 
we  presume  that  the  asset  allocation  decision  was 
simply  derived,  given  the  assumed  excess  return 
to  equities,  as  that  which  was  required  to  gei^ate 
suffident  additional  eanungs  to  the  trust  furuis  to 
make  necessary  only  the  most  modest  reductions 
in  future  benefits.  This  is  troubling  on  its 
face — even  more  so  now  that  the  proponents  of 
the  M5  plan  appear  to  have  withdrawn  their 
support  for  this  proposal. 

Why  VJe  Oppose  the  Individual  Accounts 
Proposal 

We  oppose  the  Individual  Accounts  (lA) 
proposal  for  some,  but  not  all,  of  the  same  reasons 
that  we  oppose  the  MB  plaiv  We  have  some 
additional  reasons  for  opposing  this  plan  as  well. 

Our  first  concern  is  that  this  option  simply 
contains  far  more  restrictions  on  workers'  choices 
than  we  deem  necessary  or  desirable.  The  option 
sharply  limits  workers'  investment 
choices— how  much  is  ur\specified,  but  probably 
involves  no  more  than  three  or  four  stock  and 
bond  index  funds,  if  modeled  after  the  Thrift 
Saving  Plan  for  federal  employees.  Presumably  in 
order  to  prevent  some  workers  from  making 
costly  mistakes,  the  goven\ment  would  prevent 


all  workers  from  making  truly  profitable 
investments— such  as  investment  in  a 
high-growth  fund  that,  while  on  the  high  end  of 
administrative  fees,  may  net  a  return  better  than 
the  market  average.  The  plan  also  forces  workers 
to  annuitize  their  full  accumulations  at 
retirement— no  matter  what  their  other  sources  of 
iiKome,  their  life  expectancy,  or  their  medical  or 
other  family  needs.  Presumably  in  order  to 
prevent  any  worker  from  depleting  his  or  her 
accumulation  and  potentially  falling  into  poverty 
before  the  end  of  life,  the  government  would 
prevent  all  workers  from  having  the  opportunity 
to  bequeath  a  portion  of  this  wealth  to  their  heirs. 

Second,  by  requiring  individual  accounts  to  be 
held  by  the  government,  the  lA  plan  puts  the 
govenux\ex\t  in  a  liive  of  business  the  private  sector 
is  better  equipped  to  handle.  While  the 
purported  purpose  is  to  take  advantage  of 
''ecorw>nrues  of  scale"  in  administration,  which 
many  large  money  managers,  no  doubt,  have 
already  achieved,  it  leaves  the  govenunent  in  a 
uiuque  position  to  change  the  law  governing 
these  accounts,  raising  concerns  about  political 
risks. 

iJnder  this  option,  workers  must  make 
maruiatory  contributions  to  one  or  more  of  a 
limited  set  of  irwestment  funds,  furuis  that  are 
selected  and  held  by  the  federal  government. 
Assuming  a  mix  of  bonds  and  equities  consistent 
with  workers'  distribution  of  assets  in  401(k) 
plans,  the  actuaries  project  that,  in  1996  dollars, 
the  government  would  be  holding  $1.6  trillion  in 
2020  and  $4.0  trillion  in  2040  in  private  equities 
on  behalf  of  covered  workers.  As  before,  this 
raises  a  question  about  the  ability  of  the 
goverxunent  to  remain  a  passive  actor  while 
holding  so  much  private  equity. 

Finally,  with  respect  to  the  regular  Social 
security  program,  the  lA  plan  results  in  very  large 
reserve  fuiuis — the  equivalent  of  more  than  four 
years  of  bei\efit  payments  by  2020— and  yet  offers 
nothing  in  the  way  of  a  constructive  investment 
policy.  Despite  the  many  concents  raised  over 
the  years  about  whether  the  Social  Security 
reserves  are  saved  and  contribute  to  national 
saving — or  simply  fund  expansions  in  the  rest  of 
the  budget — the  lA  plan  retair«  the  government's 
present  "investment  policy,"  meaning  that  all 
surplus  funds  would  be  channeled  into 
special-issue  US.  government  bonds,  which  are 
little  more  than  lOU's  from  one  part  of  the 
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goverrunent  to  another.  The  PSA  option,  by 
contrast,  substantially  scales  back  the  size  of  the 
basic  first  tier  Social  Security  program  and 
a  tten:\pts  to  keep  reserve  funds  at  a  level  no  higher 
than  deemed  necessary  for  an  adequate 
contingency  fund;  this  substantially  reduces  the 
fiscal  distortions  that  may  result  under 
present-law  investment  policy. 

We  do  applaud  the  proponents  of  the  lA  plan 
in  their  straightforward  acknowledgment  of  the 
added  cost  of  the  plan  to  workers.  We  believe 
that  it  is  vitally  important  that  policymakers  be 
straightforward  with  the  American  people  about 
the  costs  of  these  proposals  and  we  would  note 
that  this  in  not  a  characteristic  of  all  of  the  reform 
proposals  that  have  been  put  forward. 

The  Thrift  Saving  Plan — A  Poor  Analogy  for 
Centrally-Managed  Investments  under  Social 
Security 

The  individual  account  add-on  to  Social 
Security,  aeated  under  the  lA  plan,  has  been 
likened  to  the  Thrift  Savings  Plan  for  federal 
employees,  which  is  held  up  as  a  model  by  some. 
In  one  sense  the  ai\alogy  is  apt:  the  government 
would  offer  participants  a  narrow  range  of 
investment  options,  presumably  including 
equity  and  bond  index  funds,  and  the  individual 
accounts  would  be  managed  by  the  federal 
government  But  under  the  TSP,  workers  may 
invest  in  one  or  more  of  three  passively  managed 
index  funds — a  federal  government  bond  fui^d,  a 
corporate  bond  fund,  and  a  commercial  large 
capitalization  stock  fund.  Under  the  LA  plan, 
workers  m us/  invest  in"  one  or  more  of  the  funds 
offered.  Under  the  TSP,  contributions,  which 
may  be  as  high  as  10  percent  of  earnings,  are 
entirely  voluntary.  If  displeased  with  restrictions 
imposed  on,  or  ^e  p>erformance  of,  a  particular 
fund,  workers  can  shift  their  contributions  and 
interest  earnings  to  another  fund,  reduce  the  size 
of  their  contributions  or  stop  making 
contributions  altogether,  and,  in  certain 
circunistances,  withdraw  their  contributions  and 
earnings.  In  a  very  real  sense,  the  funds  compete 
head-to-head  with  private  funds  and  other 
private  investments,  not  just  with  one  another. 
The  competition  fostered  by  individual  choice 
and  the  mobility  of  resources  places  real  limits  on 
the  inefficiencies  that  can  be  imposed  by 
Congress  or  by  its  designated  governing  board. 


There  is  no  similar  competitive  check  under  the 
individual-accounts  proposal.  The  lA  plan 
mandates  that  workers  invest  a  fixed  amount  of 
their  earrungs  in  one  or  more  pre-selected  funds; 
there  is  no  freedom  to  reduce  contributions,  stop 
nuking  contributions,  or  to  reallocate  them  to 
privately  managed  investments.  Because  the  MB 
plan  has  no  individual  involvement  at  all,  the 
Thrift  Savings  Plan  analogy  is  even  less 
appropriate. 

It  is  interesting  to  note  in  this  regard  that  the 
Kerrey-Simpson  legislation  would  allow  workers 
to  invest  either  in  oi\e  or  more  of  a  set  of  Thrift 
Saving-style  funds  held  by  the  federal  system  or 
in  IRAs.  This  gives  workers  a  critically  important 
escape  hatch  in  the  event  the  funds  offered  by  the 
government  fail  to  perform  as  expected,  the 
information  and  management  services  are 
inadequate,  or  the  range  of  investment  optior\s  is 
too  narrow  to  provide  the  desired  mix  of  portfolio 
risk  and  return.  A  recent  GAO  report  noted  that 
the  three  index  funds  offered  by  the  TSP  did  not 
reflect  the  range  of  investment  options  offered  by 
private-sector  401(k)  plans  aivd  supported  the 
addition  of  expaivied  fund  offerings. 

In  addition,  in  trying  to  draw  a  comparison 
between  the  TSP  and  the  MB  or  LA  plans, 
supporters  dte  the  experierv»  with  the  TSP  as 
evidence  that  their  investment  board  would  not 
be  politically  iixfluenced.  There  is  no  comparison, 
however,  between  the  scale  of  operations  of  the 
TSP  and  that  of  Social  Security— even  now,  let 
alone  as  projected  under  the  MB  or  LA  plans.  As 
of  January  1995,  about  one  million  workers  were 
making  voluntary  contributior^s  to  the  TSP  and 
total  investments  were  $27  billion.  This 
compares  to  Social  Security's  current  reserve  fund 
of  about  or^half  trillion  dollars,  which  already 
exceeds,  by  a  factor  of  nearly  20-fold  that  of  the 
TSP  and  dwarfs  the  largest  corporate  pension 
funds  held  by  US.  corpora  tiorxs,  including  such 
giants  as  IBM,  AT&T,  and  General  Motors.  The 
problems  of  political  management  and  control  of 
investment  funds  and  fund  managers  can  be 
expected  to  inaease  exponentially  with  assets  as 
large  as  those  contemplated  under  the  various 
proposals  for  centrally-n:\anaged  investments. 

These  problems  must  be  weighed  carefully 
against  the  supposed  gains  attributable  to 
sharply  curtailing  individual  choice  and 
reducing  the  availability  of  competing 
investment  options  so  as  to  prevent  some  workers 
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from  taking  undue  or  inadequate  risks  (as 
defined  by  whom?).  An  effective — and 
effectively  controlled— investment  policy 
requires  that  competition  be  fostered  wherever 
possible.  Competition  fosters  the  dissemination 
of  information  on  alternative  investments, 
investment  strategies,  and  investment  managers 
that  is  needed  by  citizens  arul  policymakers  if 
resources  are  to  flow  to  their  highest  valued  uses. 

Ul 

Senator  Smith.  Dr.  Steuerle? 

r  s 

STATEMENT  OF  C.  EUGENE  STEUERLE,  SENIOR  FELLOW,  THE 

URBAN  INSTITUTE 

Dr.  Steuerle.  Thank  you,  Mr.  Chairman. 

Social  Security,  medicare,  and  related  Federal  programs  have 
succeeded  in  dramatically  reducing  poverty  rates  and  providing  al- 
most universal  health  care  to  the  elderly.  In  achieving  these  pri- 
mary objectives,  they  must  be  ranked  among  the  most  successful 
of  our  public  programs.  We  have  also  been  very  fortunate  as  a  peo- 
ple: almost  every  year  our  life  expectancies  increase,  and  we  re- 
ceive more  and  better  health  care.  Yet  somehow,  these  societad 
blessings  have  been  turned  into  budgetary  curses. 

A  simple  story  may  help  explain  what  is  going  on.  Once  in  a 
while  I  wake  up  from  a  dream  in  which  a  researcher  from,  say,  the 
National  Institutes  of  Health  comes  running  into  a  congressional 
hearing  such  as  this  one  and  announces  that,  though  expensive,  a 
cure  for  cancer  has  been  found.  While  most  of  the  audience  quickly 
break  out  in  celebration,  I  note  that  the  members  of  the  committee 
are  beating  their  brows  and  commiserating  among  themselves.  So 
I  ask  myself:  Just  what  is  happening?  Then  I  quickly  realize  that 
the  members  of  the  committee  are  focusing  on  the  effect  of  a  new 
medical  miracle  on  the  Nation^s  current  budget  policy:  higher  medi- 
care and  medicaid  costs  because  of  new  technology  and  higher  So- 
cial Security  costs  associated  with  longer  lives. 

Defining  Social  Security  as  a  problem  in  some  ways  is  like  defin- 
ing a  cancer  cure  as  a  problem.  Unlike  crime  rates  or  educational 
scores  or  children  begetting  children,  most  of  our  budgetary  prob- 
lems in  the  fields  of  health  and  retirement  come  from  gains  to  soci- 
ety, not  a  worsening  of  conditions.  This  should  warn  us  that  Social 
Security's  basic  "problem"  is  simple:  The  program  is  not  designed 
in  accordance  with  the  principles  of  budget  policy.  These  principles 
demand  that  all  programs,  whether  favored  by  liberals  or  conserv- 
atives, have  limited  built-in  growth.  With  too  much  automatic 
growth,  they  predetermine  how  future  resources  to  Grovernment 
should  be  spent,  regardless  of  changing  economic  and  social  condi- 
tions. And  they  take  ownership  of  Government  away  from  current 
voters  as  well  as,  I  might  add,  from  current  legislators. 

Over  the  coming  months  and  years,  you  will  hear  many  advo- 
cates on  both  the  left  and  right  who  will  turn  attention  away  from 
this  basic  budgetary  requirement  to  avoid  excessive  promises.  In- 
stead, they  will  argue  that  these  promises  can  be  met  only  if  we 
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do  some  portfolio  shifting  or  if  they  or  their  followers  could  be  put 
in  permanent  charge  of  managing  our  Nation's  economic  growth. 
Sound  budget  policy  is  not  met  by  proposals  that  simply  replace 
one  set  of  excessive  promises  with  another,  or  that  might  be  kept, 
if  we  are  lucky,  or  that  still  deter  future  voters  and  their  represent- 
atives from  devoting  new  resources  to  the  needs  of  their  time,  or 
that  inherently  contain  large,  contingent  threats  to  future  budgets. 

Two  of  the  three  Social  Security  Advisory  Council  proposals,  in 
my  opinion — the  Maintain  Benefits  Plan  and  the  Personal  Security 
Accounts  Plan — fail  to  meet  these  basic  tests  of  sound  Social  Secu- 
rity and  budget  poHcy.  The  Maintain  Benefits  Plan  fails  to  reach 
balance  between  expenditures  and  taxes,  maintains  significant 
automatic  growth  in  real  expenditures  both  in  aggregate  and  per 
recipient,  and  deters  spending  our  growing  tax  resources  on  other 
fundamental  societal  needs  such  as  child  poverty,  education,  or 
crime  prevention. 

The  Personal  Security  Accounts  Plan  contains  significant  poten- 
tial threats  of  very  low  income  in  old  age,  requires  borrowing  by 
the  Federal  Ck)vemment  of  close  to  $2  trillion  in  today's  dollars, 
and,  because  of  low  basic  benefits,  contains  a  large,  contingent 
threat  on  Grovemment  should  individual  investments  not  perform 
well. 

A  third  proposal,  the  Individual  Accounts  Plan,  comes  closest  to 
reaching  a  balance  between  and  among  Social  Security  and  budget 
principles.  Still,  even  it  does  not  build  in  as  much  flexibility  as  I 
believe  desirable,  especially  when  one  considers  all  the  programs 
for  the  near  elderly  and  the  elderly  in  a  more  comprehensive  man- 
ner. However,  I  do  not  want  to  be  too  critical.  The  council  did  ad- 
vance the  debate  fair  more  than  many  realize  and  reached  a  num- 
ber of  points  of  consensus. 

The  existing  Social  Security  system  faces  pressures  fi:'om  three 
sources,  and  it  is  important  to  distinguish  these  three.  First,  an- 
nual benefits  are  scheduled  to  grow  over  time  for  recipients.  This 
is  not  an  issue  of  how  much  current  retirees  receive.  It  is  an  issue 
of  the  real  growth  in  benefits  for  future  retirees. 

Second,  we  live  longer  and  retire  earlier,  and  most  of  us  can  now 
expect  to  spend  approximately  one-third  of  our  adult  lives  in  retire- 
ment collecting  Social  Security.  The  combination  of  these  two 
sources  of  growth  can  be  demonstrated  through  the  calculation  of 
lifetime  benefits.  Lifetime  Social  Security  benefits  are  close  to  a 
quarter  of  a  million  dollars  for  an  average-income  couple  retiring 
today  and  are  scheduled  to  rise  toward  a  third  of  a  milHon  dollars 
in  2030.  If  we  add  in  medicare,  these  costs  are  scheduled  to  rise 
for  an  average-income  couple  to  about  three-quarters  of  a  million 
dollars. 

Finally,  a  third  source  of  pressure  is  that  changes  in  birth  rates 
and  related  demographic  patterns  now  mean  that  just  around  the 
comer  there  will  be  a  reduction  in  the  workforce  that  is  equivalent 
in  its  economic  impact  to  an  increase  in  the  unemployment  rate  of 
10  percentage  points. 

This  last  source  of  pressure  is  unavoidable  at  some  level.  No 
matter  how  we  define  old  age,  the  proportion  of  the  population  that 
is  getting  closer  to  death  will  soon  rise  dramatically. 
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The  other  two  sources  of  pressure,  however,  could  be  placed 
under  control.  Growth  in  real  benefits  per  person  can  be  pared,  as 
can  the  number  of  years  of  promised  support.  And  remember,  tak- 
ing into  account  early  retirement,  a  typical  annuity  for  an  individ- 
usQ  today  lasts  about  18  years  and  for  a  couple  about  25  years. 

On  the  flip  side,  the  United  States  still  does  rather  poorly  among 
industrial  nations  in  keeping  its  older  citizens  out  of  poverty. 
Therefore,  I  believe  the  core  of  a  Social  Security  reform  should  in- 
volve the  following:  an  increase  in  the  normal  and  early  retirement 
ages  and  provision  that  over  time  each  cohort  of  retirees  can  expect 
to  receive  about  the  same  average  number  of  years  of  Government 
suppoii;;  indexing  of  benefits  for  higher-income  individuals  so  that 
they  do  not  grow  as  fast  as  currently  scheduled;  and  removing  the 
elderly  from  poverty  by  today's  standards. 

In  addition  to  this  base  of  proposals,  I  believe  there  are  strong 
efficiency  and  equity  reasons  to  make  a  variety  of  other  reforms 
that  I  will  only  mention  because  of  time,  such  as  including  all  con- 
tributions to  Social  Security  in  the  calculation  of  benefits;  stopping 
the  erosion  of  the  Social  Security  tax  base  because  of  non-cash  com- 
pensation; and  maiking  some  changes  that  would  promote  equity 
among  spouses  and  among  two-earner  couples  and  one-earner  cou- 
ples. 

This  set  of  proposals  would  more  than  achieve  long-term  balance 
in  Social  Security. 

Finally,  I  believe  there  is  a  strong,  although  not  absolute,  case 
to  be  made  that  Social  Security  and  other  programs  for  the  elderly 
and  near  elderly  do  decrease  saving  in  society.  One  option  I  have 
suggested  that  could  be  financed  under  the  reforms  I  mentioned  is 
simply  to  take  1  or  2  percentage  points  out  of  the  current  Social 
Security  tax  rate  and  convert  this  to  individual  accounts. 

However,  more  and  more  I  have  been  looking  at  another  type  of 
privatization  option  that  would  allow  a  small  reduction  in  Social 
Security  taxes  if  they  would  be  devoted  to  a  private  account  to 
which  would  be  deposited  by  either  employees  or  employers  addi- 
tional private  retirement  saving  of  6  or  7  percent  of  wages. 

I  am  led  to  the  back  door  to  this  combined  public-private  solution 
because  most  privatization  options  to  date  have  not  dealt  in  any 
depth  with  issues  surrounding  existing  private  sector  plans,  which 
are  failing  to  provide  significant  resources  to  about  half  the  elderly 
and  often  are  not  portable  for  those  who  move  from  job  to  job. 

Thank  you. 

Senator  Smith.  Thank  you.  Doctor. 

[The  prepared  statement  of  Dr.  Steuerle  follows:] 

Prepared  Statement  of  C.  Eugene  Steuerle,  Senior  Fellow 

proposals  for  long-term  reform  of  social  security^ 

(Any  opinions  expressed  herein  are  solely  the  author's  and  should  not  be  attributed 
to  The  Urban  Institute,  its  officers  or  founders.) 

Mr.  Chairman  and  Members  of  the  Committee: 

Social  Security,  medicare,  and  related  Federal  programs  have  succeeded  in  dra- 
matically reducing  poverty  rates  and  providing  almost  universal  health  insurance 


1  Portions  of  this  testimony  are  taken  from  Economic  Perspective,  a  column  produced  for  Tax 
Notes  Magazine. 
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to  the  elderly.  In  achieving  these  primary  objectives,  they  must  be  ranked  as  among 
the  most  successful  of  our  public  programs.  We  have  also  been  very  fortunate  as 
a  people:  almost  every  year  life  expectancies  increase  and  we  receive  more  and  bet- 
ter health  care.  Somehow,  however,  these  societal  blessings  have  turned  into  budg- 
etary curses.  Reform  of  Social  Security,  I  believe,  can  be  achieved  best  by  under- 
'     standing  just  how  this  strange  reversion  has  occurred. 

A  simple  story  may  help.  Once  in  a  while  I  wake  up  from  a  dream  in  which  a 
researcher  from  the  National  Institutes  of  Health  comes  running  into  a  Congres- 
j    sional  hearing  like  this  one  and  announces  that,  though  expensive,  a  cure  for  cancer 
j    has  been  found.  While  most  of  the  audience  quickly  break  out  in  celebration,  I  note 
that  the  members  of  the  committee  are  beating  their  brows  and  commiserating 
I    among  themselves.  "Just  what  is  happening,"  I  ask  myself.  Then  I  quickly  realize 
that  the  members  are  focusing  on  the  effect  of  a  new  medical  miracle  on  the  Na- 
tion's current  budget  policy:  higher  medicare  and  medicaid  costs  because  of  the  new 
technology  and  higher  Social  Security  costs  associated  with  longer  lives. 

Defining  Social  Security  as  a  problem  in  some  ways  is  like  defining  a  cancer  cure 
as  a  problem.  Unlike  crime  rates,  educational  test  scores,  or  children  begetting  chil- 
j    dren,  most  of  our  budgetary  problems  in  the  fields  of  health  and  retirement  come 
!    from  gains  to  society — not  a  worsening  of  conditions  which  may  require  new  re- 
sources to  redress.  This  should  warn  us  that  Social  Security's  basic  "problem"  is 
I    simple:  the  program  is  not  designed  in  accordance  with  principles  of  budget  policy. 
These  principles  demand  that  all  programs  have  limited  built-in  growth.  With  too 
much  automatic  growth,  they  predetermine  how  future  resources  to  Government 
I    should  be  spent,  regardless  of  changed  economic  and  social  conditions.  In  so  doing, 
i    they  deny  to  each  generation  of  voters  and  legislators  the  ability  to  devote  resources 
to  the  most  pressing  needs  of  the  day.  Social  Security  and  health  programs  of  the 
I    Federal  Government  today  fail  that  basic  test:  they  increasingly  take  ownership  of 
Government  and  the  budget  away  from  cuirent  voters.  In  my  view  this  explains  the 
I    disenchantment  of  many  young  adults  with  Government  more  than  any  fear  on 
I    their  part  that  they  might  not  get  some  Government  benefit  a  few  decades  hence. 
Over  the  coming  months  and  years  you  will  hear  many  advocates  on  both  the  left 
and  the  right  who  will  turn  attention  away  from  the  basic  budgetary  requirement 
1    to  avoid  excessive  promises.  Instead,  they  will  argue  that  these  promises  can  be  met 
if  only  we  do  some  portfolio  shifting  or  if  they  or  their  followers  could  be  put  in  per- 
'1    manent  charge  of  managing  our  Nation's  economic  growth.  The  fundamental  Social 
I    Security  issue  has  now  been  confiised  by  a  cacophony  of  lesser  debates  such  as 
J    whether  to  allow  stock  market  investment  with  trust  funds  or  individually  directed 
'    accounts.  Don't  misunderstand  me:  these  debates  are  important,  and  I  myself  have 
j    suggested  some  options  for  increasing  the  funding  of  retirement  and  putting  money 
1    into  individually  directed  accounts.  The  litmus  test  of  any  viable  reform  option,  how- 
'    ever,  is  whether  it  removes  excessive  promises — even  potentially  excessive  prom- 
ises— for  the  future  while  still  insuring,  as  best  we  can,  against  very  low  income  in 
old  age.  Sound  budget  policy  is  not  met  by  proposals  that  replace  one  set  of  exces- 
sive promises  with  another,  or  that  might  be  kept  if  we  are  lucky,  or  that  still  deter 
\    future  voters  and  their  representatives  from  devoting  new  resources  to  the  needs 
'I    of  their  time,  or  that  inherently  contain  large,  contingent,  threats  to  future  budgets. 
Two  of  the  three  Social  Security  Advisory  Council  proposals — the  Maintain  Bene- 
fits Plan  and  the  Personal  Security  Account  Plans  fail  to  meet  these  basic  tests  of 
i,    sound  Social  Security  and  budget  policy.  The  Maintain  Benefits  Plan  fails  to  reach 
li    balance  between  expenditures  and  taxes,  maintains  significant  automatic  growth  in 
i    real  expenditures  both  in  aggregate  and  per  recipient,  and  deters  spending  our 
!    growing  tax  resources  on  other  mndamental  societal  needs  such  as  child  poverty, 
education  or  crime  prevention.  The  Personal  Security  Accounts  Plan  contains  signifi- 
1    cant  potential  threats  of  very  low  income  in  old  age,  requires  borrowing  by  the  Fed- 
i\    eral  Government  of  close  to  $2  trillion  in  today's  dollars,  and,  because  or  low  basic 
benefits,  contains  a  large,  contingent  claim  on  Government  should  individual  invest- 
f    ments  not  perform  well.  A  third  proposal  (the  Individual  Accounts  Plan)  comes  clos- 
(    est  to  reacning  a  balance  among  Social  Security  and  budget  principles.  Still,  even 
it  does  not  build  in  as  much  flexibility  as  I  believe  desirable,  especially  when  one 
considers  all  programs  for  the  near-elderly  and  elderly  in  a  more  comprehensive 
I    manner  and  just  now  much  they  are  already  denying  resources  for  almost  any  other 
budgetary  need.  However,  I  do  not  want  to  be  too  critical.  The  Council  advanced 
ji    the  debate  far  more  than  many  realize  and  reached  a  number  of  points  of  consensus. 
!    Its  limits  partly  reflect  its  structure  and  the  nature  of  its  mandate  and  responsibil- 
ity— an  important  lesson  for  those  seeking  appropriate  structural  mechanisms  for 
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advancing  Social  Security  and  medicare  reform.  (In  Appendix  1,2  I  include  a  brief 
analysis  of  these  three  plans.) 

SOCIAL  SECURITY  REFORM:  EYES  ON  THE  PRIZE 

The  existing  Social  Security  System  faces  pressures  from  three  sources.  First,  an- 
nual benefits  are  scheduled  to  grow  over  time  for  recipients.  Second,  we  live  longer 
and  retire  earlier,  and  most  of  us  can  now  expect  to  spend  approximately  one-third 
of  our  adult  lives  in  retirement,  during  which  period  we  will  be  primarily  dependent 
upon  younger  taxpayers  for  our  income  and  health  care  support.  Without  increasing 
early  and  normal  retirement  ages  in  Social  Security,  the  fraction  of  our  lives  during 
which  we  would  receive  Government  support  would  rise  even  more.  The  combination 
of  these  two  sources  of  growth  can  be  demonstrated  through  calculations  of  lifetime 
benefits.  Lifetime  Social  Security  benefits  are  close  to  one-fourth  of  a  million  dollars 
for  an  average-income  couple  today  and  are  scheduled  to  rise  toward  one-third  of 
a  million  dollars  by  2030  (see  Table  1,  which  also  shows  that  Social  Security  and 
medicare  benefits  together  are  scheduled  to  rise  from  close  to  one-half  of  a  million 
dollars  to  well  in  excess  of  three-quarters  of  a  million  dollars  over  the  same  period). 
Third,  changes  in  birth  rates  and  related  demographic  patterns  now  mean  that  just 
around  the  corner  there  will  be  a  reduction  in  the  workforce  that  is  equivalent  in 
its  economic  impact  to  an  increase  in  the  unemployment  rate  of  over  10  percentage 
points. 


2  See  p.  130. 
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This  last  source  of  pressure  is  unavoidable  at  some  level.  No  matter  how  we  de- 
fine "old  age" — for  example,  by  a  given  life  expectancy — the  proportion  of  the  popu- 
lation that  is  closer  to  death  will  soon  rise  dramatically,  with  most  of  the  change 
occurring  during  about  a  20-year  period  when  the  baby  boomers  become  "old,"  Needs 
of  the  "old"  will  increase  during  this  period  and  require  adjustments  in  Federal  out- 
lays. 

The  two  other  sources  of  pressure,  however,  could  be  placed  more  under  control. 
Growth  in  real  benefits  per  person  can  be  pared,  as  can  the  number  of  years  of 
promised  support  (after  taking  into  account  earlier  retirement,  remember  that  the 
typical  annuity  for  an  individual  now  lasts  about  18  years  and  for  a  couple  about 
25  years).  Some  combination  of  these  changes  alone  could  bring  the  Social  Security 
System  into  budgetary  balance,  and,  in  my  view,  should  form  the  core  of  any  Social 
Security  reform. 

If  Social  Security  were  true  to  its  original  purpose  of  assisting  those  who  truly 
faced  the  needs  associated  with  old  age,  then  one  must  question  further  whether 
as  a  society  it  is  desirable  to  support  people  in  retirement  for  approximately  one- 
third  of  their  adult  lives,  much  less  to  schedule  additional  years  oi  Government-pro- 
vided retirement  support,  as  Social  Security  has  done  since  1940.  The  simple  fact 
is  that  future  cohorts  of  individuals  in  their  60's  and  even  early  70's  will  not  oe  "old" 
by  traditional  standards  of  having  short  expected  life  spans.  As  a  whole,  moreover, 
this  age  group  is  already  among  the  richest  and  most  capable  of  all  age  groups, 
while  our  societal  standard — ^both  public  and  private — is  to  put  almost  all  of  them 
out  to  pasture  as  if  they  are  unproductive. 

The  pressure  put  on  vounger  workers  is  already  significant,  with  about  $1  in  $5 
of  their  cash  earnings  already  bein^  transferred  to  support  Federal  programs  for  the 
elderly  and  near  elderly,  some  additional  amount  going  to  State  and  local  programs 
for  the  elderly  and  near-elderly,  and  the  effective  Federal  tax  rate  projected  almost 
to  double  in  coming  decades  due  to  a  scheduled  drop  in  number  of  workers  to  retir- 
ees and  the  lack  of  control  over  health  costs. 

There  are  legitimate  issues  of  disability  and  employability  among  the  near  elderly. 
Many  are  caused  by  private  sector  policies  and  other  public  sector  policies  outside 
of  Social  Security.  For  instance,  early  retirement  is  encouraged  by  the  design  of 
many  seniority  pay  systems,  as  well  as  labor  rules  that  tend  to  create  higher  com- 
pensation costs  for  older  workers.  These  policies,  however,  have  evolved  partly  in 
response  to  misleading  signals  set  by  Social  Security.  But  there  are  also  many  em- 
ployability problems  among  young  adults,  and  other  urgent  issues  among  other  age 
groups.  Unfortunately,  providing  an  "old  age"  solution  to  many  who  are  not  old  is 
an  extraordinarily  expensive  way  of  dealing  with  other  fundamental  labor  market 
distortions. 

On  the  flip  side,  the  truly  old  in  their  80's  are  much  poorer  than  near-elderly  So- 
cial Security  recipients  in  their  60's,  partly  because  they  are  separated  in  age  by 
almost  a  generation.  In  terms  of  design,  the  United  States  does  rather  poorly  among 
industrial  nations  in  keeping  its  older  citizens  out  of  poverty.  This  suggests  that  So- 
cial Security  reform  should  also  focus  on  raising  what  are  the  equivalent  of  "mini- 
mum benefits"  (especially  among  some  groups,  like  older  single  persons  with  very 
low  incomes),  even  while  ratcheting  down  the  rate  of  growth  of  benefits  for  higher- 
income  individuals.  " 

In  sum,  I  believe  that  the  core  of  a  Social  Security  reform  should  involve  the  fol- 
lowing: I 

(1)  Increase  the  normal  and  early  retirement  ages  and  provide  that  over  time  each  ^ 
cohort  of  retirees  can  expect  to  receive  the  same  average  number  of  years  "old  age" 
Government  support.  If  we  provided  approximately  18  expected  years  of  support  at 
the  earliest  eligible  age  for  "old  age"  benefits,  this  would  put  early  retirement  in  \ 
2010  at  about  age  65.  (Normal  retirement  would  be  age  68,  but  most  individuals 
retire  well  before  then  anyway,  and  with  elimination  of  the  earnings  test,  there  . 
would  be  little  meaning  behind  a  "normal"  retirement  age.)  While  slightly  more  re- 
strictive than  any  Council  plan,  the  number  of  years  of  retirement  support  would 
still  be  far  more  generous  than  the  expected  12.7  years  provided  to  retirees  at  age  < 
65  in  1940.  li 

(2)  Index  benefits  for  higher-income  individuals  so  that  they  do  not  grow  as  fast  as  it 
currently  scheduled.  One  type  of  process  along  these  lines  is  presented  in  the  Indi- 
vidual Accounts  Plan  of  the  Advisory  Council.  Note  that  there  is  a  trade-off;  greater 
increases  in  the  retirement  age  reduce  the  extent  to  which  this  index  needs  to  be 
pared  and  allows  annual  benefit  to  be  higher. 

(3)  Remove  the  elderly  from  poverty  by  today's  standards,  and  then  maintain  the 
same  relationship  between  this  minimum  annual  benefit  and  average  wages  in  the 
economy.  Changes  in  the  benefit  formula  could  achieve  this  end,  although  coordina- 
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tion  with  Supplemental  Security  Income  (SSI)  and  other  Government  programs  is 
required.  I  would  focus  on  setting  some  minimum  individual  benefrt,  although 
changes  in  formulas  for  spouses  would  also  help. 

In  addition  to  this  base  of  proposals,  I  also  believe  that  there  are  strong  efficiency 
and  equity  reasons  to  make  the  following  reforms  at  the  same  time: 

•  Include  all  contributions  to  Social  Security  in  the  calculation  of  benefits; 

•  Expand  the  tax  base  to  limit  the  exclusion  for  non-cash  compensation  (Social  Se- 

curity Tax  Reform); 

•  Gradually  adjust  spousal  and  worker  benefits  so  that  all  spouses  are  treated  more 

fairly; 

•  Abolish  the  OASI  earnings  test  and  the  "Health  Earnings  Test" — the  requirement 

that  elderly  v/orkers  cannot  receive  medicare  if  their  employer  provides  health 
insurance  to  its  workers. 

Some  of  the  Advisory  Council's  members  tried  to  deal  with  these  latter  issues  in 
part.  A  more  refined  reform  effort  ideally  would  give  them  more  attention. 
This  set  of  proposals  together  would  more  than  achieve  long-run  balance  in  Social 
(i  Security.  It  would  bring  the  system's  promises  back  into  line  with  what  Government 
f  can  deliver.  It  would  not  prevent  other  funds  fi*om  going  to  the  elderly  or  near-elder- 
ly, but  it  would  leave  discretionary  choices  to  future  cohorts  of  voters  and  their 
ll  elected  representatives,  rather  than  pre-ordaining  the  spending  patterns  for  tomor- 
row. 

One  large  caveat,  however,  is  in  order.  I  do  not  believe  it  is  possible  to  solve  Social 
Security  and  medicare  problems  separately.  They  interact  not  only  in  terms  of  set- 
J  ting  the  tax  rate.  Medicare  reform  is  likely  to  involve  more  responsibility  on  the 
ij  part  of  individuals,  so  that  low-income  individuals  might  be  compensated  in  part  by 
'  .  nigher  cash  benefits.  Such  options  are  lost  when  the  two  systems  are  treated  sepa- 
'  rately.  I  should  also  note  that  the  Maintain  Benefits  Plan  and  the  Personal  Security 
I  Accounts  Plan  do  not  fully  make  up  for  funds  they  lose  in  medicare  bv  the  way  they 

I  change  the  taxation  of  Social  Security  benefits  and  its  allocation  to  tne  trust  funds. 

THE  funding/privatization  ISSUE 

There  is  a  strong,  although  not  absolute,  case  to  be  made  that  Social  Security  and 
other  programs  for  the  elderly  and  near-elderly  decrease  saving  in  society.  The  var- 
ious reasons,  however,  are  often  confused.  The  programs  reduce  the  workforce  and 
leave  less  societal  income  out  of  which  to  save;  even  excluding  retirement  saving, 
there  are  large  transfers  fi*om  younger  savers  to  older  consumers  with  a  lower  pro- 
! ;  pensity  to  save  out  of  annuities  and  income  provided  in  the  form  of  health  insur- 
'l!  ance;  and  the  pay-as-you-go  nature  of  the  system  may  displace  saving  that  would 
be  made  for  retirement. 
Plans  that  provide  for  increased  funding  of  retirement  saving  or  that  mandate 
j  j  saving  mainly  attempt  to  address  the  third  of  these  causes  for  reduced  societal  sav- 
r  ing.  One  difficulty  here  is  that  mandates  are  considered  by  many  as  similar  to 
taxes.  Another  is  that  there  simply  is  Uttle  room  to  maneuver  under  the  existing 
tax  rate  as  long  as  so  many  people  are  going  to  be  supported  in  the  future. 
,      One  option  that  I  have  suggested  in  the  past  is  simply  to  take  1  or  2  percentage 

II  points  out  of  the  current  Social  Security  tax  rate  and  convert  this  to  individual  ac- 
counts. This  simple  conversion,  of  course,  would  raise  the  measured  deficit  and 
would  require  at  least  that  fiiture  benefits  be  ratcheted  down  at  a  faster  rate. 

Another  option  presented  in  Appendix  2^  to  this  testimony  suggests  another  type 
I  of  "privatization"  option  that  would  involve  simultaneously  making  private  pensions 
much  more  portable  than  they  are  today.  This  option  would  allow  some  tax  reduc- 
I  tion  (or  avoidance  of  a  tax  increase)  if  those  taxes  would  be  devoted  to  a  private 
account  to  which  would  be  deposited  (by  either  employees  or  employers)  additional 
private  retirement  saving  of  6  or  7  percent  of  wages, 
f      I  am  drawn  through  the  back  door  to  a  combined  public-private  solution  like  this 
I  because  of  the  Achilles  heels  that  I  have  seen  in  so  many  existing  privatization  op- 
|i  tions.  The  number  of  elderly  and  near-elderly  who  are  promised  benefits  in  the  fu- 
ll ture  is  great,  and  the  lifetime  benefits  promised  to  them  is  high.  Therefore,  even 
L  with  substantial  reductions  in  the  rate  of  growth  of  benefits,  there  simply  isn't  a 
I    lot  of  room  to  withdraw  large  sums  fi*om  the  existing  Social  Security  tax  rate  with- 
out threatening  a  basic  floor  of  Social  Security  and  health  care  benefits.  I  am  also 
unsure  how  far  Congress  is  willing  to  go  with  an  additional  tax  or  mandate  even 
if  it  is  called  "privatization."  In  addition,  setting  up  private  accounts  may  work  bet- 


3  See  p.  135. 
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ter  administratively  if  deposits  are  greater  than  1  or  2  percent  of  wages.  Finally, 
most  privatization  options  to  date  have  not  dealt  in  any  depth  with  issues  surround- 
ing existing  private  sector  plans,  which  are  failing  to  provide  significant  resources 
to  about  half  of  the  elderly  and  often  are  not  very  portable  for  those  who  move  from 
job  to Job.  The  goal  in  this  option,  therefore,  is  to  foster  private  pension  reform  along 
with  Social  Security  reform. 

Two  warnings  are  necessary  when  doing  the  accounting  for  the  add-on  of  private 
accounts  or  conversion  of  some  Social  Security  money  into  individual  accounts. 

•  Beware  of  magic  money!  Attempts  to  let  Government  borrow  at  a  2  percent 

real  interest  rate  and  then  encourage  Government  accounts  or  private  accounts 
that  supposedly  grow  at  a  stock  market  rate  of,  say,  6  percent  are  misleading, 
if  not  dangerous.  Orange  County  writ  large.  Magic  money  is  being  used  by  some 
to  argue  that  hard  choices  don't  have  to  be  made.  That  is,  it  is  tempting  to 
promise  continued  huge  increases  in  the  elderly  and  near  elderly's  share  of  the 
National  pie  simply  by  having  their  money  grow  faster  than  the  economy — that 
is,  faster  than  income  and  consumption  of  everyone  else.  Not  only  is  magic 
money  often  involved,  but  even  if  available  it  doesn't  solve  many  of  the  longer 
term  problems  associated  with  the  waste  of  our  human  capital  or  capabilities. 

•  Watch  out  for  the  fallacy  of  aggregation!  Reducing  Federal  deficits,  reducing 

Government  liabilities  and  promises  for  the  future,  and  increasing  either  Fed- 
eral Social  Security  surpluses  or  moneys  put  into  individual  accounts  may  all 
be  worthwhile  efforts.  But  let's  not  exaggerate  their  effects.  A  significant  portion 
of  any  increase  in  gross  saving  in  one  particular  form  will  be  offset  by  decreases 
elsewhere.  For  example,  increases  in  mandated  pension  accounts  will  be  offset 
in  part  by  declines  in  other  pension  saving  and  by  increased  borrowing  by  con- 
sumers of  additional  gross  deposits.  In  general,  deficit  reduction  of  $1,  or  a  de- 
posit to  a  retirement  account  of  $1,  leads  to  net  societal  saving  and  investment 
of  less  than  $1. 

APPENDIX  1:  A  BRIEF  ANALYSIS  OF  ADVISORY  COUNCIL 

OPTIONS 

Among  the  extraordinary  circumstances  that  the  Advisory  Council  faced  were 
lifetime  Social  Security  and  health  benefits  of  one-half  of  a  million  dollars  and  ris- 
ing: approximately  one  third  of  our  adult  lives  spent  in  retirement,  with  most  indi- 
viduals dependent  mainly  upon  Government  support;  and  a  reduction  in  the  work 
force  equivalent  to  an  increase  in  the  unemployment  rate  of  over  10  percentag:e 
points.  To  some  extent  the  Council  faced  up  to  these  issues,  much  more  than  is  obvi- 
ous by  reading  press  clippings  on  differences  among  the  members.  Any  of  the  plans 
that  were  suggested  would  be  better  than  current  law.  The  task,  however,  was  large 
and  contentious,  so  in  some  ways  it  is  not  surprising  that  even  a  compromise  agree- 
ment was  not  reached  and  some  of  the  efforts  fell  short. 

FIRST  PRINCIPLES 

Assessing  the  Advisory  Councils  plans  can  be  done  best,  I  beUeve,  by  reference 
to  basic  principles  and  primary  goals  and  then  making  appropriate  trade-offs  among 
them.  The  Council  succeeded  most  when  its  members  adhered  to  this  type  of  strat- 
egy. It  failed  most  when  it  let  secondary  or  interest  group  goals  drive  decisions  or 
wnen  one  goal  became  so  over-arching  that  it  prevented  adequate  recognition  of  or 
compromise  with  other  legitimate  principles. 

Principles  of  Social  Security 

The  first  set  of  principles  relates  to  the  fairness  and  efficiency  of  Social  Security 
itself: 

(1)  Addressing  Fundamental  Needs.  The  basis  purpose  of  a  Governmental  system 
of  elderly  support  is  to  help  the  truly  elderly  have  more  than  poverty  level  income 
in  retirement  and  insure  that  they  receive  a  basic  level  of  health  services. 

(2)  Equal  Treatment  of  Equals.  All  law  should  promote  equal  justice — in  the  case 
of  Social  Security,  avoid  any  arbitrary  or  capricious  difference  in  taxes  or  benefits 
among  those  who  are  more  or  less  equally  situated. 

(3)  Efficiency.  As  much  as  is  reasonable,  the  system  should  not  distort  work  and 
saving  behavior. 

(4)  Individual  Equity.  Individuals  have  the  right  to  receive  a  fair  return  on  their  f 
transactions.  s 

The  first  principle  almost  inevitably  requires  some  redistribution  in  society — from  i 
young  to  old  and  from  rich  to  poor — and  hence  conflicts  with  the  third  and  fourth  ; 
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I  principles.  Nonetheless,  once  the  redistributive  function  has  been  accomplished,  the 
Government  should  be  guided  as  much  as  possible  by  the  latter  principles  in  allocat- 
ing its  resources. 

In  a  society  providing  minimum  levels  of  benefits  to  individuals,  moreover,  each 
individual  carries  some  responsibility  to  avoid  relying  upon  others.  If  you  and  I  have 
I    equal  lifetime  incomes,  but  you  save  and  I  spend  during  our  earning  years,  then 
I    in  a  simple  welfare  system  you  would  end  up  paying  for  mv  retirement,  as  well  as 
your  own.  Social  insurance,  therefore,  carries  along  with  it  obligations  to  pay  as  well 
as  rights  to  receive. 

Principles  of  Budget  Policy 

A  second  set  of  principles  appUes  more  broadly  to  budget  policy,  which  seeks  over 
time  to  allocate  scarce  resources  to  the  greatest  needs  and  demands  of  society: 

(5)  Ownership  of  Government.  Future  voters  and  generations  have  a  right  to  some 
ownership  of  Government  and  to  a  say  in  how  to  allocate  the  additional  tax  re- 
sources that  accompany  economic  growth. 

(6)  A  Level  Budget  Playing  Field.  Different  items  in  a  budget  should  not  arbitrar- 
ily be  divided  into  those  that  grow  rapidly  with  only  minority  support  and  those 

,    that  decline  unless  they  can  obtain  the  backing  of  a  supermajority. 

j      (7)  A  Comprehensive  Budgetary  Perspective.  To  promote  both  equity  and  efficiency, 

I  when  different  programs  have  related  goals,  they  need  to  be  considered  as  a  whole. 
These  latter  issues  are  often  ignored  when  budgetary  decisions  are  taken  one  at 

'  a  time  or  put  into  strict  compartments.  In  the  United  States  today,  as  well  as  much 
of  the  industrial  world,  programs  for  health  and  retirement  have  begun  to  dominate 
other  budget  items  and  are  scheduled  automatically  to  absorb  more  than  all  of  the 
revenue  growth  that  accompanies  an  expanding  economy.  Presidents  Bush  and  Clin- 
ton, for  instance,  both  claimed  that  they  wanted  to  be  known  as  Presidents  who  fa- 

j  vored  education  and  the  environment.  The  uneven  playing  field  of  the  budget — the 

'  so-called  entitlement  problem — ^means,  to  the  contrary,  that  over  the  long-run  items 
such  as  education  and  the  environment  receive  smaller  shares  of  funding  so  as  to 
support  significant  growth  in  expenditures  for  retirement  and  health.  Put  another 
way,  our  Government  resources  are  increasingly  and  automatically  devoted  to  con- 
sumption in  old  age  relative  to  education  of  our  youth,  greater  crime  prevention,  a 
fixing  up  of  our  central  cities,  and  simply  getting  our  youth  off  the  streets  after 

I  school  and  during  summers. 

i!  Good  budget  policy,  therefore,  tries  to  avoid  excessive  promises  even  if  rising  in- 
comes in  theory  make  such  promises  affordable.  Ownership  of  Government  is  re- 

j  served  for  each  future  generation  not  simply  as  a  matter  of  right  or  of  justice,  but 
because  we  are  humble  enough  to  admit  that  we  do  not  know  today  all  the  cir- 
cumstances that  will  arise  tomorrow.  Perhaps  programs  for  the  elderly  should  be 

I  even  larger  than  anyone  contemplates,  maybe  taxes  will  have  to  be  devoted  instead 
to  problems  not  even  anticipated.  To  lock  into  law  benefit  and  tax  increases  for  the 

:  future  that  can  only  be  overturned  by  a  future  supermajority,  however,  borders  on 

I  being  an  act  of  distrust  in  democracy  itself. 

!  Any  set  of  proposals  for  Social  Security  reform  should  be  assessed  by  reference 
,j  to  this  type  of  set  of  fundamental  goals  and  principles.  When  we  consider  the  ele- 
,1  ments  common  to  all  Advisory  Council  plans  and  some  that  were  favored  by  a  clear 
I  majority,  we  find  that  they  adhered  fairly  closely  to  a  reasonable  set  of  Social  Secu- 

I  rity  and  budget  principles. 

i  Among  the  important  consensus  or  majority  proposals  of  the  Council  were  the  fol- 
!  lowing.  The  Council  recommended  not  to  apply  annual  means  tests  to  Social  Secu- 
i  I  rity,  which  would  have  unfairly  put  much  heavier  burdens  on  those  who  saved  dur- 
!j  ing  their  working  years.  (Note  that  the  benefit  formula  in  Social  Security  already 

I I  acts  like  a  type  of  means  test  on  lifetime  earnings.)  To  promote  equity  among  those 
jl  in  similar  situations,  the  Council  recommended  extension  of  Social  Security  to  all 

new  State  and  local  employees,  many  of  whom  participate  in  Social  Security  or  med- 
icare anyway  through  spouses  or  other  jobs,  A  majority  of  Council  members  sup- 
ported the  taxation  of  benefits  in  a  way  that  would  also  promote  a  more  equal  tax- 
ation of  all  taxpayers  with  similar  annual  incomes.  By  recommending  that  cost-of- 
:I  living  adjustments  not  be  scaled  below  a  reasonably  measured  index,  the  Council 
I  gave  due  recognition  that  the  needs  of  older  and  generally  poorer  recipients — those 
r  who  would  be  most  affected  by  any  cost-of-living  cutback — were  greater  than  those 
of  younger  and  generally  richer  recipients.  The  Council  also  moved  slightly  toward 
I    creating  greater  equity  among  workers  by  extending  the  period  for  which  average 
j    wages  should  be  counted  and  by  reducing  the  size  of  the  earnings  test  (although, 
in  my  opinion,  not  enough  in  either  case).  A  majority  favored  increasing  the  retire- 
ment age,  at  least  by  moving  it  up  partly  in  line  with  increased  life  spans;  as  indi- 
j  cated  earlier,  this  change  would  both  reduce  distortions  and  cut  back  the  growth 
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rate  of  benefits  most  within  the  age  group  that  can  afford  it  the  most.  Although 
short  of  what  is  needed,  these  consensus  elements  provide  a  moderate  base  from 
which  reform  can  proceed. 

The  Maintain  Benetits  Plan.  The  plan  is  partly  mislabeled,  as  it  is  designed 
not  merely  to  maintain  the  same  level  of  lifetime  benefits  provided  to  today's  elder- 
Iv,  but  to  try  to  maintain  much  of  the  built-in  growth  scheduled  for  tomorrow's  el- 
derly and  near  elderly.  This  growth  derives  partly  from  a  formula  that  indexes  bene- 
fits so  they  grow  from  one  cohort  to  the  next.  Required  growth  in  lifetime  benefits 
is  fed  further  by  continuing  to  allow  for  retirement  at  age  62,  which  means  more 
and  more  years  of  retirement  support  are  provided.  (Once  one  reauires  some  mini- 
mum annual  benefit  or  replacement  wage  for  all  years  of  support,  lifetime  costs  rise 
even  in  a  system  that  also  provides  for  actuarial  reductions  between  normal  and 
early  retirement  ages.  Tax  rates  must  also  rise  because  of  fewer  wages  on  which 
to  assess  taxes.)  Significant  growth  in  transfers  to  the  elderly  and  near  elderlv  also 
derives  fi*om  additional  health  benefits  over  time,  an  issue  that  the  Council  felt  was 
outside  their  mandate  but  that  inevitably  interacts  in  determining  the  tax  rate  re- 
quired to  support  the  overall  system. 

Maintaining  growth  in  benefits,  however,  is  not  a  principle  but  a  political  goal — 
one  that  puts  primary  emphasis  on  the  status  quo.  That  goal  received  so  much  at- 
tention relative  to  more  fundamental  principles,  however,  that  the  plan  in  the  end 
simply  doesn't  reach  budgetary  balance  between  taxes  and  expenditures.  Some  of  its 
adherents  probably  believed  that  they  needed  to  make  this  political  calculation  as 
the  best  way  to  try  to  insure  that  basic  needs  of  elderly  Americans  would  be  met 
through  progressive  redistribution.  Unfortunately,  a  status  quo  approach  serves 
even  that  goal  somewhat  weakly.  By  adhering  to  existing  formulas,  for  instance,  the 
Maintain  Benefits  Plan  did  not  even  adequately  redress  the  unnecessarily  high  pov- 
erty rates,  especially  among  the  old  elderlv.  For  the  most  part,  the  plan  does  not 
take  on  the  issues  related  to  the  current  design  of  spousal  and  survivors  benefits, 
which  provide  larger  net  transfers  (over  and  above  taxes)  to  richer  retirees  than  to 
poorer  retirees.  By  fostering  delay  in  obtaining  reform,  the  plan  indirectly  supports 
a  process  that  both  today  and  tomorrow  gives  increasing  benefits  to  new,  younger, 
conorts  at  ages  when  their  income  and  other  resources  are  above  average,  even 
while  other  social  needs  such  as  child  poverty  become  relatively  more  neglected. 

The  plan  also  punts  in  recommending  possible  investment  of  Social  Security  sur- 
pluses in  the  stock  market.  The  proponents  are  correct  in  stating  that  additional 
saving  is  additional  saving,  and  in  claiming  that  proponents  of  private  accounts 
should  not  be  allowed  to  calculate  a  stock  market  rate  of  return  to  their  plans  but 
then  deny  such  a  return  to  public  saving.  Indeed,  the  proposal  to  invest  Government 
funds  directly  in  the  stock  market  followed  partly  from  the  desire  to  create  some 
parity  in  the  arcane  world  of  actuarial  comparisons.  Else  tax  rate  increases  that  led 
to  saving  would  do  less  "good"  and  achieve  less  balance  over  the  long  run  than  in- 
creases in  mandates  of  exactly  the  same  size. 

All  of  those  calculations,  however,  still  do  not  make  direct  Government  investment 
in  the  stock  market  a  good  idea.  Even  the  notion  that  there  is  a  "surplus"  to  be  in- 
vested is  highly  misleading.  Social  Security  is  only  part  of  a  system  of  support  for 
the  elderly  and  near-elderly  that  is  running  deficits,  not  surpluses,  and  relies  heav- 
ily on  general  revenues  and  borrowing.  Any  investment  in  the  stock  market  has,  at 
least  initially,  an  equal  and  opposite  effect  on  the  amount  of  borrowing  undertaken 
by  Government.  In  effect,  the  proposal  argues  that  Government  should  leverage  it- 
self An  analogy  can  be  made  with  a  household  that  is  borrowing  large  sums  of 
money,  but  maintains  a  separate  accounting  for  living  room  furniture  in  which  de- 
posits slightly  exceed  expenditures.  Looking  myopically  at  that  account  alone  hardly 
gives  the  household  a  basis  for  a  financial  decision  to  invest  that  "surplus"  so  as 
to  solve  its  financial  problems. 

Direct  Government  investment  in  the  stock  market  stands  in  opposition  to  prin- 
ciples of  budget  policy.  As  a  starter,  one  needs  to  be  aware  that  the  calculations 
made  by  the  Council  do  not  take  into  account  what  would  happen  to  the  bond  mar- 
kets due  to  this  transfer.  An  argument  is  made  that  this  calculation  might  be  unim- 

{)ortant  if  international  markets  are  large  enough.  But  if  the  United  States  starts 
everaging,  then  other  governments  might  decide  to  act  in  a  copycat  manner. 

If  one  believes  that  the  Government  should  play  such  leverage  games,  moreover, 
then  as  a  matter  of  budget  policy  where  should  it  stop?  Why  not  allow  the  Park 
Service  to  invest  temporary  lunds  generated  by  citizens  who  use  our  park  system? 
Why  not  deposit  insurance  in  times  of  surplus?  Why  not  any  temporary  cash  sur- 
plus? 

One  argument  that  has  been  made  is  that  saving  by  Government  may  provide  a 
yield  to  society  greater  than  the  interest  rate,  so  why  not  give  elected  representa- 
tives credit  for  that  societal  return?  Well,  in  the  first  place,  additional  saving  by 
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Government  does  not  translate  into  additional  net  investment  of  the  same  amount. 
Even  if  it  did,  however,  budget  accounting  would  be  inconsistent  if  granted  only  a 
stock  market  rate  of  return  to  certain  separated  surpluses.  If  we  accept  this  ac- 
counting system,  then  the  Government  should  attribute  a  stock  market  rate  of  cost 
to  all  of  its  debt  as  well. 

Direct  investment  by  industrial  democracies  carries  with  it  an  unhappy  history 
of  distortions  and  market  interferences.  The  demand  to  include  certain  assets  such 
as  State  and  local  debt  and  to  preclude  others,  such  as  investment  in  companies 
that  pollute  or  that  are  foreign,  soon  becomes  powerful.  If  Government  investment 
is  very  large  and  its  timing  well  known,  moreover,  it  is  not  clear  that  other  market 
investors  could  not  manipulate  their  own  purchases  and  sales  in  ways  to  take  ad- 
vantage of  the  Government's  revealed  investment  pattern. 

The  Personal  Security  Account  (PSA)  Proposal.  The  PSA  proposal  follows  a 
model  for  Social  Security  often  called  a  "double  decker"  approach.  A  first  deck  of 
equal  minimum  benefits  for  all  is  supplemented  by  a  second  deck  of  benefits  that 
are  related  directly  to  contributions — ^in  this  case,  by  benefits  which  come  out  of  ac- 
counts to  which  5  percent  of  earnings  are  deposited.  There  is  a  lot  to  commend  a 
double  decker  scheme,  even  independentlv  from  the  issue  of  saving.  It  more  cleanly 
separates  the  rate  of  return  issue  fi"om  the  redistributive  issue.  In  so  doing,  it  cre- 
ates a  number  of  side  benefits,  such  as  creating  greater  equity  for  secondary  work- 
ers. (Under  current  law,  contributions  of  secondary  workers  often  receive  much  low 
or  zero  returns,  while  contributions  of  richer  couples  with  only  one  earner  generate 
a  much  higher  rate  of  return.)  A  double  decker  system  could  simplify  and  clarify 
budgetary  choices  for  the  future  by  forcing  attention  to  minimum  benefits  and  to 
how  high  mandated  contributions  could  reasonably  be  raised. 

The  proponents  of  the  PSA  approach  sought  to  be  comprehensive  in  the  actuarial 
treatment  of  their  plan  for  "partial  privatization."  Unlike  some  advocates  of  privat- 
ization, they  did  not  simply  wave  their  hands.  Instead,  they  sought  to  seek  out  fully 
the  implications  of  privatization  and  recognized  up  front  that  any  scheme  of  this 
type  requires  some  generations  of  workers  to  pay  twice — ^for  some  oi  their  own  bene- 
fits and  for  almost  all  the  benefits  of  current  retirees  and  those  soon  to  retire. 

Unfortunately,  the  method  used  to  put  together  the  PSA  proposal  involved  the 
same  type  of  flaw  as  the  Maintain  Benefits  Plan:  too  much  adherence  to  one  goal, 
without  adequate  recognition  of  other  principles,  including  those  of  budget  policy. 
To  see  how  this  occurred,  you  must  understand  that  the  proponents  started  by 
wanting  to  claim  that  there  was  no  tax  increase  and  that  they  had  succeeded  in  di- 
verting close  to  half  of  all  existing  taxes  for  Old  Age  and  Survivors  Insurance 
(OASI)  into  individual  accounts — but  before  they  knew  the  effects  of  this  approach 
on  either  minimum  benefits  or  on  the  budget. 

The  difficulty  can  be  summarized  simply.  If  one  maintains  a  system  where  we  still 
expect  to  retire  for  one-third  of  our  adult  lives,  and  the  number  of  workers  per  bene- 
ficiary still  falls  to  around  two-to-one,  then  it  is  very  difficult  to  guarantee  much 
of  a  basic  (first  deck)  benefit  with  a  Social  Security  tax  rate  of  only  a  little  more 
than  5  percentage  points  of  taxable  wages — all  that  was  left  after  the  diversion  of 
another  5  percentage  points  to  private  accounts.  This  tax  rate  translates  only  to 
about  2V2  percent  of  GDP.  Remember  that  many  others — including  those  arguing 
for  the  Maintain  Benefits  Plan — ^believe  that  a  rate  in  excess  of  10  percentage  points 
for  Old  Age  and  Survivors  Insurance  alone  is  inadequate. 

Thus,  the  minimum  flat  benefit  in  the  PSA  Plan  is  very  low — starting  out  at  near 
poverty  levels  and  then  maintaining  that  same  relationship  over  time  to  average 
wages  in  the  economy.  Sure,  private  accoimts  might  supplement  that  amount,  but 
some  individuals  will  invest  unwisely,  while  in  other  periods  markets  will  fall.  The 
Government  is  then  left  with  a  huge  contingent  liability  to  care  for  the  elderly — 
and  the  threat  that  it  will  come  at  the  worst  time,  during  a  large  downturn  where 
other  parts  of  the  population  have  to  be  served  as  well. 

The  PSA  Plan  still  had  a  shortfall  of  funds  because  the  strict  adherence  to  origi- 
nal goals  of  diverting  5  percentage  points  of  the  OASI  tax  rate  and  "not  increasing 
taxes."  To  cover  this  shortfall,  the  plan  requires  borrowing  large  sums  from  the  U.S. 
Treasury — cumulating  in  today's  dollars  to  about  $2  trillion — and  then  paying  off 
that  amount  with  an  additional  tax  that  supposedly  would  be  eliminated  in  75 
years. 

These  provisions  violate  basic  budget  policy  principles  in  a  variety  of  ways.  In 
some  ways,  the  obhgations  under  this  plan  are  so  fixed  and  interdependent  that  the 
system  would  be  even  harder  to  change  10  or  20  years  from  now  than  would  plans 
that  maintain  something  closer  to  the  current  system.  Thus,  the  plan  does  not  build 
in  much  flexibility.  Only  if  we  believe  that  Congress  in  1922  was  capable  of  design- 
ing an  optimal  system  of  old  age  today  would  we  accept  that  someone  could  simi- 
larly lock  in  an  ideal  scheme  for  the  next  75  years. 


134 

The  additional  $2  trillion  of  additional  borrowing,  and  its  implications  for  mar- 
kets, was  not  really  analyzed  in  any  depth.  Indeed,  because  the  plan  considers  itself 
as  permanent,  it  does  not  take  into  account  what  happens  if  after  all  the  borrowing 
has  occurred  some  future  Congress  decides  to  bump  up  benefits  again? 

In  addition,  many  of  the  PSA  adherents  objected  to  the  gains  claimed  under  the 
Maintain  Benefits  Flan  due  to  the  Government  borrowing  at  a  bond  rate  and  then 
investing  some  of  those  funds  in  the  stock  market.  Then  they  discovered  that  indi- 
rectly they  did  exactly  the  same  thing.  That  is,  some  of  so-called  improvements  in 
actuarial  balance  and  rates  of  return  reported  under  the  PSA  Plan  derive  ft-om  the 
Government  borrowing  this  extra  $2  trillion  and  then  diverting  that  money  to  indi- 
viduals who  supposedly  invest  and  get  a  higher  rate  of  return.  If  this  type  of  lever- 
age works,  however,  then  whv  take  a  chance  on  individual  investment?  Or  why  stop 
at  $2  trillion?  Or  confine  such  leverage  to  our  new  Social  Security  System?  Suppose 
instead  we  were  to  adopt  a  highly  leveraged  Federal  Government  (HLFG)  Plan 
whereby  the  Government  went  out  and  borrowed  a  few  trillion  dollars  and  required 
every  American  to  take  their  share  of  that  borrowing  and  invest  it  in  the  stock  mar- 
ket. Then  the  type  of  actuarial  calculation  made  to  show  that  the  PSA  Plan  eventu- 
ally attains  long-term  balance  would  make  our  new  HLFG  Plan  look  even  better. 

In  sum,  the  PSA  Plan  fails  because  it  provides  too  low  a  minimum  benefit,  it  re- 
quires additional  borrowing  of  close  to  $2  trillion,  and  it  assumes  naively  that  we 
can  enact  a  tax  for  exactly  75  years  to  deal  with  accounting  and  actuarial  calcula- 
tions internal  to  a  specific  plan  put  forward  at  the  end  of  the  20th  century.  In  my 
view,  the  dilemma  once  again  is  that  one  simply  can't  continue  to  shove  aside  such 
tremendous  amounts  of  human  capital  and  try  to  solve  the  problem  primarily  by 
increasing  physical  capital,  much  less  by  better  managing  some  portfolio  of  assets. 
But  that  does  not  mean  either  that  mandated  individual  accounts  or  a  double  decker 
system  are  unworthy  ways  of  designing  a  long-term  Social  Security  policy. 

The  Individual  Accounts  (lA)  Plan.  In  my  view,  only  the  Individual  Accounts 
Plan  put  forward  by  the  Council  represents  a  fairly  comprehensive  base  for  reform. 
I  do  not  agree  with  all  of  its  details,  but  it  did  not  start  out  by  pushing  so  hard 
on  one  objective — "maintaining  benefits"  or  "privatizing  out  of  the  current  tax  rate" 
that  it  was  unable  to  achieve  balance  with  other  Social  Security  and  budget  prin- 
ciples. The  core  of  the  LA  Plan,  however,  is  not  the  additional  1.6  percent  mandate 
that  would  be  put  into  individual  accounts,  but  the  way  in  which  it  brings  about 
balance  in  Social  Security  even  independently  of  the  accounts. 

In  addition  to  consensus  items  common  to  all  plans,  the  heart  of  the  LA  Plan  in- 
volves increases  in  the  retirement  age  and  reductions  in  the  rate  of  growth  of  bene- 
fits over  time.  Increases  in  years  of  retirement  support  and  in  the  rate  of  growth 
of  benefits  have  been  and  remain  two  of  the  three  reasons  why  Social  Security  costs 
rise  over  time.  Only  the  third — upcoming  demographic  changes — cannot  be  reversed 
through  policy. 

Focus  on  tnese  two  sources  of  growth  is  appropriate  for  a  variety  of  reasons.  As 
a  simple  matter  of  budget  policy,  cutting  back  on  automatic  growth  restores  some 
order  to  the  budget  process.  It  does  not  deny  to  future  generations  the  ability  to 
raise  retirement  benefits;  it  simply  does  not  demand  that  they  be  automatic.  As  an 
issue  of  equity,  gradual  changes  in  retirement  ages  and  in  rate  of  growth  of  benefits 
allow  lifetime  benefits  not  to  vary  too  much  fi-om  one  cohort  to  the  next.  Focus  on 
the  retirement  age,  in  turn,  reduced  promises  future  benefits  most  where  they  can 
most  be  afforded:  among  the  near-elderly  in  their  60's  who  are  on  average  much  bet- 
ter off  than  the  population  as  a  whole  and  than  the  truly  old. 

Despite  the  provision  for  individual  accounts,  the  LA  Plan  provides  a  basic  mini- 
mum benefit  that  for  the  most  part  would  be  adequate  even  if  all  the  investments 
in  individual  accounts  somehow  or  another  turns  sour.  Thus,  the  plan  does  not  con- 
tain the  large,  contingent,  liability  of  the  PSA  Plan  that  derives  from  keeping  basic 
benefits  relative  to  average  wages  at  below  what  would  be  poverty  levels  today.  In 
effect,  it  allows  one  to  modify  provisions  for  mandating  saving  without  threatening 
the  Social  Security  guarantee.  Given  likely  Congressional  changes  over  time,  this 
type  of  flexibility  should  be  considered  an  asset. 

Significant  effort  is  made  in  the  lA  Plan  also  to  avoid  "notch  baby"  problems.  That 
is,  benefit  growth  is  reduced  at  rates  that  do  not  create  too  many  disparities  from 
one  cohort  to  the  next.  To  make  this  calculation  more  explicit,  however,  I  believe 
that  expected  lifetime  benefits  over  time  should  be  the  basis  of  comparison,  not  just 
for  the  lA  Plan,  but  for  all  plans. 

Even  the  lA  Plan,  however,  contains  some  sources  of  automatic  growth  that  I  be- 
lieve should  be  left  to  future  voters  to  decide.  For  instance,  it  allows  number  of 
years  of  retirement  support  eventually  to  increase,  perhaps  significantly,  over  time. 
While  it  does  index  for  increases  in  life  spans,  it  still  increases  years  of  support  by 
allowing  the  same  proportion  of  one's  hfe  to  be  spent  in  Social  Security.  Since  the 


135 

!  plan  does  not  change  the  early  retirement  age,  in  fact,  years  of  support  will  continue 
I  to  go  up  substantially.  This  either  allows  annual  benefits  to  fall  more  than  is  nec- 
I  essary  or  raises  the  cost  of  the  system  to  support  minimum  levels  of  benefits  or  re- 
i    placement  wages. 

!       The  lA  Plan  does  make  considerable  headway  in  dealing  with  the  inequities  be- 
;    tween  one-earner  and  two-earner  couples.  Even  then,  however,  it  does  not  go  far 
I    enough.  It  still  allows  one-earner  families  to  gamer  significantly  greater  benefits 
than  two-earner  families  who  pay  in  exactly  the  same  amount  of  taxes.  As  I  indi- 
j    Gated  above,  I  would  also  count  all  years  of  contributions  in  deriving  a  benefit  for- 
1    mula  so  as  not  to  discriminate  against  those  who  work  more  years  for  fewer  wages 
'    and  in  favor  of  those  who  work  fewer  years  for  more  wages.  I  would  also  go  much 
further  in  limiting  the  extent  to  which  employee  benefits  are  allowed  to  erode  the 
i    Social  Security  tax  base — an  issue  also  of  concern  to  Edith  Fierst,  one  of  the  mem- 
bers of  the  Council.  Finally,  I  would  eliminate  both  the  earnings  test  and  the 
"health  earnings  test" — the  requirement  that  elderly  workers  cannot  receive  medi- 
,    care  benefits  if  their  employer  provides  health  insurance  to  its  workers  (in  fairness, 
j    the  Council  considered  medicare  issues  outside  its  domain). 

I         APPENDIX  2:  PRIVATIZING  SOCIAL  SECURITY:  A  TfflRD 
f  OPTION 

Many  proposals  that  have  recently  come  to  the  forefi'ont  would  "privatize"  a  por- 
tion of  Social  Security.  For  the  most  part,  these  proposals  really  don't  privatize  the 
]|   system,  but  mandate  that  individuals  deposit  some  fi-action  of  their  wages — either 
|i   a  share  of  the  existing  Social  Security  tax  or  some  new  share  of  their  wages — into 
J  private  accounts. 

j  Unfortunately,  almost  none  of  the  privatization  options  currently  being  discussed 
;!   say  much  of  anything  about  the  current  private  pension  system:  its  advantages  and 

limitations,  nor  the  ways  that  new,  mandated,  private  accounts  would  be  integrated 
.  with  private  accoimts  already  existing.  If  proposals  for  privatization  of  Social  Secu- 
:   rity  moves  to  a  more  mature  second  stage,  tnen  reform  of  the  Private  Retirement 

System  should  be  considered  at  the  same  time. 
Here  I  will  suggest  how  one  option  might  work.  The  basic  notion  is  that  a  slight 

reduction  in  mandated  contributions  or  taxes  to  the  Government  would  be  allowed 
i  j  when  a  significant  portion  of  earnings  are  put  into  a  private,  portable,  pension  ac- 
(    count  by  either  the  employee  or  the  employer  on  behalf  of  the  employee.  Several 

other  adjustments  are  also  required  to  make  this  option  a  viable  one.  In  particular, 
j  to  insure  that  there  is  no  loss  m  income  for  lower-income  individuals  who  might  not 

Participate  directly  or  through  their  employers,  I  also  suggest  that  minimum  Social 
ecurity  benefits  be  increased  for  low-wage  workers  and  their  survivors.  Overall, 
;    however,  benefits  within  the  direct  Social  Security  System  would  have  to  be  reduced 
for  most  workers — essentially  "flattening"  or  making  more  level  the  Social  Security 
benefit  amount  received  by  all  retirees.  Private  accounts,  even  more  than  under  cur- 
I    rent  law,  would  provide  add-ons  to  a  basic  floor  of  Government-provided  benefit, 
j       One  reason  to  consider  this  alternative  is  the  simple  arithmetic  of  reform.  Most 

reformers  once  again,  including  all  members  of  the  Social  Security  Advisory 

Council — do  not  want  to  increase  taxes  or  mandates  very  much.  Yet  the  existing  So- 
||  cial  Security  tax  rate  is  sufficient  to  maintain  only  a  modest  benefit  level  once  the 
I    number  of  taxpayers  drops  so  dramatically  relative  to  number  of  recipients.  If  one 

I  wants  to  encourage  significant  portions  of  wages  to  go  into  private  accounts  in  a 

I I  mandated  system,  one  either  has  to  increase  taxes  or  mandates  substantially,  or  to 
li   reduce  basic  benefits  to  levels  near  to  poverty.  That  is,  between  the  constraints  of 

minimum  benefits  and  few  new  taxes  or  mandates,  there  is  not  a  lot  of  room  to  ma- 
neuver. 

j      Social  Security  law  and  private  pension  law  are  such  complex  issues  that  the 
!,  tendency  is  to  consider  them  separately.  In  the  end,  however.  Government  rules  ap- 
plying to  private  pensions,  such  as  discrimination  rules,  really  are  aimed  at  some 
of  the  same  long-run  goals  as  Social  Security — in  particular,  insuring  that  minimum 
levels  of  income  are  available  even  to  lower-wage  workers  when  they  retire. 
The  adequacy  of  private  pension  policy,  moreover,  has  recently  been  called  into 
'  question.  First,  the  rate  of  saving  in  private  pensions  declined  significantly  in  the 
1980's.  Some  of  this  is  due  to  the  maturation  of  private  pension  plans,  while  the 
recent  stock  market  boom  led  many  plans  toward  full  funding  even  without  many 
I  additional  deposits  made  on  behalf  of  employees.  Nonetheless,  the  saving,  occurring 
j  in  private  pensions  pays  for  only  a  modest  fi-action  of  the  retirement  costs  of  most 
I  individuals. 

Second,  private  pension  plans  do  not  seem  to  provide  much  support  for  approxi- 
1  mately  the  bottom  half  of  the  income  distribution  when  they  retire.  Projections  into 
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the  future  usually  obtain  a  similar  result.  From  1940  to  1970  the  proportion  of  full- 
time  private  wage  and  salary  workers  covered  by  private  pensions  rose  from  17  per- 
cent to  52  percent.  Since  1970,  however,  the  coverage  rate  has  not  changed  by  a 
significant  amount. 

Defined  contribution  plans — individually-based  pension  accounts  that  operate  like 
mutual  ftinds  or  savings  accoimts  owned  more  directly  by  the  worker — have  cer- 
tainly increased  in  importance  in  recent  years.  The  evidence  to  date,  however,  is 
that  many  working  individuals  will  not  have  accumulated  more  than  a  modest  sum 
in  these  accoimts  by  the  time  that  they  retire.  Remember  also  that  we  have  come 
to  expect  almost  two  decades  of  retirement  support  because  most  of  us  now  retire 
so  long  before  we  are  expected  to  die. 

Third,  there  is  a  serious  problem  with  withdrawals  prior  to  retirement  in  many 
of  the  401(k),  profit  sharing,  and  other  defined  contribution  plans.  Such  withdrawals 
are  a  threat  to  the  long-term  viability  of  these  savings  vehicles  as  retirement  protec- 
tions. 

Finally,  many  defined  benefit  private  pension  plans — those  plans  that  promise 
benefits  based  upon  salary  levels  and  years  of  work — cannot  be  carried  easily  from 
one  job  to  the  next.  They  really  are  not  very  portable.  A  major  reason  is  that  defined 
benefit  plans  typically  do  not  index  promised  benefits  from  the  time  a  worker  leaves 
a  firm  to  the  time  that  he  or  she  retires.  Aftier  a  person  leaves  a  firm  for  a  decade 
or  two,  inflation  erodes  the  value  of  the  annual  benefit  drastically  toward  zero.  The 
rate  of  payment,  aft;er  all,  is  usually  based  on  something  close  to  the  nominal  wage 
level  of  the  employee  when  last  with  the  firm. 

A  private  pension  reform  sometimes  suggested  in  the  past  was  that  employers  be 
mandated  to  maintain  some  minimum  pension  accounts  even  for  the  most  mobile 
workers.  Viewed  closely,  these  proposals  are  very  similar  in  kind  and  form  to  what 
is  now  being  proposed  as  privatization  of  Social  Security. 

The  obstacles  to  those  requirements,  by  the  same  token,  have  been  the  same  as 
to  mandates  constructed  around  Social  Security  reform.  Any  minimum  requirement 
is  viewed  by  many  as  simply  another  tax.  If  the  requirement  is  large,  then  required 
mandate  plus  tax  rates  may  rise  to  objectionable  heights.  If  the  requirement  is  not 
large,  then  the  size  of  accounts  that  are  created  are  not  large.  If  the  mandate  in- 
volves only  a  percentage  point  or  two  of  wages,  some  would  argue  that  it  may  not 
be  worth  the  administrative  hassle.  A  worker  earning  $10,000  a  year  for  instance 
accumulates  only  $100  of  mandate  for  each  percentage  point  required. 

There  may  be  a  way  out  of  this  dilemma.  Suppose  that  Government  would  grant 
to  taxpayers  a  modest  reduction  in  their  Social  Security  tax  if  they  or  their  employ- 
ers add  to  private  accounts  minimum  deposits  equivalent  to,  say  8  percent  or  10 
percent  of  salary.  A  saving  account  of  this  size  avoids  problems  associated  with 
small  size  accounts.  This  type  of  proposal  would  also  likely  lead  many  employers 
to  reform  their  private  pension  plans  to  create  much  more  portable  accounts  for 
those  who  leave  the  firm  and  move  on  to  other  jobs  over  time. 

The  differential  in  tax  payments,  by  the  way,  might  be  viewed  as  a  rough  charge 
for  those  who  do  not  save.  Nonsavers  increase  significantly  the  probability  that  they 
will  be  dependent  upon  the  Government  either  for  direct  cash  assistance  in  old  age, 
or  for  larger  amounts  of  help  in  paying  for  such  things  as  long-term  care. 

The  reduction  in  tax  for  those  who  maintain  minimum  accounts  might  come  out 
of  the  existing  Social  Security  tax  rate.  It  might  be  an  additional  tax  that  can  be 
avoided  if  one  meets  the  requirements.  Or  it  might  also  be  some  combination:  for 
instance,  as  opposed  to  a  15.3  percent  Social  Security  and  medicare  tax  rate  in  cur- 
rent law,  taxpayers  without  pension  saving  would  pay  16.0  percent;  those  meeting 
minimum  retirement  saving  standards  would  pay  14.6  percent.  The  choice  depends 
largely  upon  how  far  Social  Security  reform  goes  in  adjusting  age  of  retirement, 
growth  rates  in  future  benefits,  and  so  forth. 

Because  this  "privatization"  would  be  voluntary,  it  skirts  the  political  issue  of 
whether  a  mandate  is  a  tax  or  not.  Taxes  paid  to  Social  Security  would  be  counted 
as  taxes,  but  the  minimum  contributions  of  8  to  10  percent  of  wages  paid  into  pri- 
vate accounts  would  be  treated  as  voluntary. 

This  suggested  option  is  not  designed  to  be  a  cure-all.  There  are  still  many  deci- 
sions to  be  made  within  Social  Security,  while  within  the  private  pension  system, 
other  rules  and  tax  subsidies  deserve  serious  scrutiny.  This  type  of  proposal  simply 
offers  one  mechanism  for  integrating  together  concerns  for  both  the  Social  Security 
System  and  the  evolution  of  the  private  pension  system. 

Senator  Smith.  Professor  Marmor,  please. 
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STATEMENT  OF  THEODORE  R.  MARMOR,  PROFESSOR,  YALE 
SCHOOL  OF  MANAGEMENT 

Professor  Marmor.  Thank  you,  Mr.  Chairman,  and  thank  you  for 
I  inviting  me  to  speak  today.  I  am  not  a  member  of  the  Advisory 
j   Council,  as  Gene  is  not,  but  I  have  been  a  student  of  this  subject 

I  for  some  years.  My  testimony  really  is  based  on  the  article  that 
!   Professor  Mashaw  and  I  wrote,  which  is  available  to  the  committee 

already  and  I  hope  will  be  in  the  record.^ 
The  panel  so  far  has  taken  not  every  possible  view,  but  a  range 

II  of  views,  and  I  find  myself  not  only  struck  with  the  diversity  of 
'   views  within  the  panel  but  my  diverse  reactions  to  the  positions  of 

the  panel.  I  find  myself  agreeing  in  part  with  every  one  of  the  peo- 
,   pie  who  has  preceded  me.  But  I  want  to  make  three  central  claims 
I  !   in  the  time  that  I  have  got,  and  if  I  have  extra  time  because  of 

that,  I  will  just  cede  it  to  Mr.  Jones  in  retrospect. 
The  claims  are  these:  The  first  is  that  the  emphasis  should  be 
.  put  on  the  scale  of  the  financing  problem  faced  by  Social  Security 
I  in  the  near  future,  and  to  emphasize  the  agreement  of  all  three 
ji  members  here  today  of  the  council  that  the  scale  of  that  problem 
I  is  relatively  modest.  If  you  ask  yourself  what  would  it  take  to  close 
.  the  actuarial  imbalance  between  now  and  the  foreseeable  future,  a 
I  2.2  percent  of  taxation  increase  now  would  do  it.  That  is  not  the 
'  only  problem.  I  just  want  to  highlight,  emphasize,  and  underHne 
;   that  this  coimcil  has  said,  all  of  them,  that  the  view  of  the  Social 

Security  question  of  balsince,  of  affordability,  is  not  large. 
The  consequence  of  that  view  is  that  when  v/e  speak  about  Social 

Security,  and  Social  Security  alone,  we  ought  not  to  be  engaging  in 

hand  wringing  about  some  dire  fiiture  fi"om  that  source. 
My  second  claim  is  that  the  discussion  of  privatization  is  thor- 
ii  oughly  muddled,  in  my  view.  This  really  follows  to  some  extent  on 
!  Senator  Lautenberg.  It  makes  a  huge  difference  whether  you  use 

the  word  privatization  in  the  sense  of  a  shift  from  public  ownership 

I  to  private  ownership  and  the  management  of  that  particular  com- 
'   pany.  That  is  the  normal  using  of  it.  To  suggest  that  investing  So- 
cial Security  reserves  in  the  stock  market,  either  in  an  indexed 
fiind  or  individual  accounts,  is  equal  to  privatization  in  the  first 

ij  sense  I  think  is  utterly  misleading.  The  way  I  put  it  in  my  sum- 

II  mary,  describing  the  two  plans — or  the  plans,  let's  say  the  Main- 
jj  tain  Benefits  use  of  private  investments  in  stock  markets  and  the 

PSA  Plan,  describing  them  both  as  privatization  is  like  suggesting 

that  elephants  and  ants  are  both  animals.  It  is  true,  but  it  doesn't 

get  to  the  relevant  differences. 
I      The  third  claim  that  I  want  to  make — and  this  is  the  broadest 
I   one,  and  I  hope  opens  up  the  discussion — is  that  the  discussion  on 
j  Social  Security's  circumstances  today,  its  circumstances  in  the  past, 
.   and  the  suggestion  of  substantial  change,  the  very  discussion  of  it 

has  been  a  source  to  me  of,  in  my  view,  very  serious  and  I  think 
I  rather  needless  confusion  and  dismay.  Too  many  Americans  al- 
I  ready  believe  that  they  will  not  receive  public  pensions  from  Social 
li  Security,  despite  people  holding  the  view  at  the  same  time  that  So- 
,  cial  Security  is  the  third  rail  of  American  politics,  electrocuting  all 
'  those  who  abuse  it.  Those  two  positions  can't  be  held  coherently  by 
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the  same  person,  but  we  have  furthered  a  kind  of  future  dread  in 
our  discussions  about  the  years  2030,  2040,  2050,  2070.  I  actually 
think  most  detailed  discussions  of  the  year  2070  should  lead  to  a 
diagnosis  of  immediate  medical  treatment.  You  cannot  be  clear 
about  an5rthing  that  far  in  advance. 

Too  many  Americans  believe  that  their  pensions  will  be  not 
available,  that  it  is  in  some  sense  unaffordable.  But  if  the  first 
point  I  made  is  right,  that  the  financing  problem  is  modest,  it  is 
not  unaffordable,  however  undesirable  it  may  be  for  some  people. 
The  second  element  of  confusion  and  dismay  is  the  claim  that  there 
will  no  longer  be  public  support  for  acting  on  our  earlier  Social  Se- 
curity commitments,  that  the  elderly  won't  receive  in  the  future  So- 
cial Security  pensions  because  there  will  be  an  erosion  of  support. 
This  seems  to  me,  as  a  political  scientist,  incoherent  with  respect 
to  the  voting  power  of  the  future  generations  of  elderly  people. 
Again,  desirable  or  not  is  one  point.  But  the  notion  that  this  is 
going  to  disappear,  that  we  are  going  to  somehow  fail  to  respond 
to  the  aging  wants,  seems  to  me  not  based  on  any  evidence  about 
political  voting  patterns. 

Neither  of  these  arguments,  I  would  suggest,  can  be  realistically 
defended,  but  this  has  not  prevented  their  distribution  and  their 
current  effect.  It.is  one  thing  to  claim,  as  has  been  done  here  al- 
ready, legitimate  differences  over  what  national  governments  owe 
their  citizens,  legitimate  ideological  differences  across  the  parties 
and  across  persons,  and  how  much  of  a  role  social  insurance  should 
play  in  the  economic  security  of  citizens — again,  a  perfectly  legiti- 
mate difference.  It  is  quite  another  to  invoke  necessity — demo- 
graphic destiny — future  unaffordability,  or  a  false  claim  of  pre- 
dicted and  certain  ideological  erosion — the  view  that  the  future  el- 
derly will  neither  expect  nor  demand  reasonable  pensions  from  So- 
cial Security.  To  the  extent  either  of  those  claims  are  made — and 
they  have  been  by  others — we  want  to  contest  them. 

Finally,  I  asked  one  of  the  staff  people  to  give  you  two  charts  I 
will  just  allude  to  that  are  not  in  our  background  material.  Our 
writing  and  testimony  did  not  take  them  in  detail,  but  I  just  want 
to  make  a  side  comment  about  the  very  question  of  aging  in  Amer- 
ica and  its  impact  on  pension  affordability,  and  in  particular,  the 
quite  common  conflation — although  not  here  today — between  pro- 
jections for  medicare's  cost  in  the  future  along  with  the  costs  of  So- 
cial Security.  And  I  give  you  these  two  just  to  bring  out  two  points. 
I  will  just  cite  them  now  and  close. 

First,  on  the  impact  on  aging,  could  I  call  your  attention  to  the 
characterization  of  the  populations  of  other  countries  in  the  year 
1980?  Notice  that  Germany  and  the  United  Kingdom  in  1980  had 
proportions  of  their  population  over  the  age  65  that  we  can  antici- 
pate sometime  between  the  year  2010  and  2020.  If  demography 
were  destiny  and  destiny  were  unaffordability,  they  already  would 
have  been  unaffordable.  It  is  simply  misleading  to  only  use  future 
estimates.  And  the  other  one,  and  the  last  one  that  I  want  to  call 
attention  to,  is  a  much  more  complicated  one  to  assess,  although 
very  easy  to  see,  and  that  is  the  population/support  ratio.  If  you 
just  compare  how  many  people  each  worker  was  supporting,  count- 
ing workers  themselves,  children,  retirees,  and  other  adults,  and 
look  at  this  as  a  measure  of  the  dependency  of  parts  of  the  popu- 
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lation  on  wage  earners,  you  will  see  in  the  year  1960  the  depend- 
ency ratio  was  higher  than  in  the  year  1995  or  in  the  year  2040. 

Population  Support  Ratios 
How  many  people  does  each  worker  support? 
j  Counting  everybody:  workers  themselves,  children,  retirees,  and 

other  adults 
Past,  Now  and  in  the  Future 

«««   Number  of  persons  per  1 00  workers 


'  Population  Classifications  ^ 

■other  adults 

■retired 

□child 

■worker 


1960  1995  2040  Natiorel  Academy  of  Sodallnwrera 


I  TABLE  12.1.  Estimaied  Percentage  of  Population  Age  65  and  over,  1970-2020,  in 
il    Selected  Countries.* 


1980 

1990 

2000 

2010 

2020 

Canada 

7.9 

9J 

\\5 

12.4 

I3J 

16.7 

1  France 

1Z9 

14.0 

14.0 

15.6 

16.0 

19.5 

i  Gennany 

13.7 

15.6 

14.6 

15.5 

18.4 

19.1 

1  baly 

10.9 

13.1 

14.1 

17.0 

18.9 

20.9 

Japan 

7.1 

9.0 

11.7 

16.2 

20.1 

24.2 

United  Kingdom 

12.9 

15.1 

15.7 

15.4 

15.8 

18.2 

,    United  Stales 

9.8 

IIJ 

116 

12J 

12.8 

I6J 

lource:  Compfled  by  authofs  from  data  in  United  Nations  (1993).  p.p.  408-9. 462-3, 470-1, 510-1 1. 514-15. 660-1. 
666-67. 

■The  projections  for  2000, 2010,  and  2020  arc  based  on  assumptions  about  future  Bends  in  fertility.  In  preparing  these 
assumptions,  the  United  Nations'  statstical  snit  publishes  hi^-,  medium-  wid  low-falility  variants  but  says  that  the 
I  ^  mcdiam-fcrtility  variant  projections  can  be  thought  of  as  "most  likel/*  (United  Nations,  1993.  p.  84X  Therefore,  wc  use 
!j     nedium-fcrtility  variant  projections  in  this  tabic, 

I  bring  that  up  not  to  suggest,  wrongly,  that  the  aging  of  the  so- 
ciety doesn't  make  a  big  difference,  but  the  aging  of  the  society 
I  makes  a  much  bigger  difference  for  the  costs  of  medical  care  than 
it  does,  A,  for  Social  Security,  or,  B,  importantly,  for  the  question 
of  affordabihty.  Our  affordabihty  will  hinge  much  more  on  our 
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growth  as  an  economy,  and  to  that  extent,  I  agree  with  those  who 
are  worried  about  increasing  our  savings  rate. 
Thank  you  very  much. 

Senator  Smith.  Thank  you  very  much.  Professor. 
[The  prepared  statement  of  Professor  Marmor  follows:] 

Prepared  Statement  of  Professor  Theodore  R.  Marmor,  Yale  University 
To  Members  of  the  Committee: 

Attached  you  will  find  the  basis  for  my  testimony  today — an  article  on  Social  Se- 
curity's present  and  predicted  condition  and  the  remedies  to  its  supposed  and  real 
problems  entitled,  "The  Great  Social  Security  Scare,"  written  with  my  Yale  col- 
league, law  professor  Jerry  Mashaw  and  published  by  The  American  Prospect  in  De- 
cember, 1996.  The  views  expressed  in  that  article  constitute  our  evaluation  of  the 
Report  of  the  Advisory  Council  on  Social  Security,  though  we  spend  less  time  dis- 
cussing the  Gramlich  option  than  the  other  two  plans. 

In  turn,  this  evaluation  reflects  more  than  30  years  of  study  and  commentary  on 
American  Social  Insurance  by  both  Mashaw  and  myself.  I  should  add,  as  well,  that 
while  I  am  the  chairman  of  the  Public  Education  Committee  of  the  National  Acad- 
emy of  Social  Insurance,  this  testimony  (and  the  article)  represents  views  held  by 
Mashaw  and  myself,  and  is  not  a  consensus  of  the  Academy  or  the  public  education 
committee.  _ 

There  are  three  central  claims  from  our  articfe  that  I  want  to  highlight  and  clarify 
in  person  here  today.  The  first  of  these  claims — is  the  emphasis  that  the  scale  of 
the  financing  problem  faced  by  Social  Security  in  the  future  is  modest.  This  is  a 
view  accepted  in  principle  by  the  Advisory  Council — though  one  might  be  misled  by 
commentary  associated  with  their  report.  In  any  event — our  argument  is  that,  view- 
ing Social  Security  pensions,  demographic  forecasts,  and  comparative  experience, 
should  not  lead  one  to  be  hand-wringing  about  our  public  pension  program. 

The  second  claim — is  that  were  one  to  argue  for  "privatization"  on  grounds  other 
than  necessity,  the  important  discussion  would  sharply  distinguish  the  PSA  from 
the  Ball/Jones  Plan.  They  both  represent  "privatization"  in  the  same  sense  that  ele- 
phants and  ants  are  animals.  Their  differences  are  far  more  profound  than  their  j 
similarities  for  purposes  of  discussing  Social  Security's  past  performance,  present 
health,  or  future  adjustments.  Alas,  too  little  of  the  discussion  of  privatization  has  j 
emphasized  this  point.  j 

The  third  central  claim — is  that  the  discussion  of  Social  Security's  circumstances,  | 
and  the  suggestion  of  substantial  change,  has  itself  been  a  source  of  needless  confu-  j 
sion  and  dismay.  Too  many  Americans  already  believe  that  they  will  not  receive 
their  public  pensions  because:  (a)  those  pensions  will  be  unaffordable;  or,  (b)  there 
will  no  longer  be  public  support  for  acting  on  earlier  commitments.  Neither  of  these 
arguments  can  be  realistically  defended — but  that  has  not  prevented  their  distribu- 
tion and  effect.  It  is  one  thing  to  claim  legitimate  differences  over  what  national 
governments  owe  their  citizens  and  how  much  of  a  role  social  insurance  should  play 
in  the  economic  security  of  citizens.  It  is  quite  another  to  invoke  necessity  (demo- 
graphic destiny)  or  ideological  erosion  (the  future  elderly  will  neither  expect  nor  de- 
mand reasonable  pensions  from  Social  Security).  To  the  extent  either  of  these  claims 
are  made,  we  want  to  contest  them. 

Finally,  and  on  matters  our  article  did  not  take  up  in  detail,  there  are  comments 
about  the  impact  of  aging  itself  on  pension  affordability  and  the  conflation  of  medi- 
care and  Social  Security  as  the  basis  for  claiming  that  social  insurance  will  become 
unaffordable  without  what  is  called  "entitlement  reform."  Time  permitting,  I  would 
like  to  discuss  both  the  demographic  worry  and  the  conflation. 

I  would  like  to  thank  the  members  of  the  committee  for  allowing  me  the  oppor- 
tunity to  address  these  issues  today,  and  I  am  certainly  happy  to  respond  to  any 
questions  you  may  have.  Thank  you. 
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The  Great  Social 
Security  Scare 

Bv  Jerky-  L.  2vIashaw  and  Theodore  R.  IvIarmor 

The  dice  press  has  urged  Americans  to  be  anxious  about 
their  Social  Security  pensions.  Newsweek,  the  New 
Republic,  and  the  Economist,  among  others,  express  a 
common  fear  that  the  system  is  going  bankrupt  and  dragging  down 
the  economy.  Polls  show  that  the  public  supports  the  principles  of 
Social  Security  but  worries  it  will  not  be  there  when  they  retire. 
There  is  a  building  sense  that  the  system  has  somehow  not  kept  up 
with  the  changes  in'the  nation's  circumstances — in  particular  the  age 
distribution  of  the  population  and  the  performance  of  the  economy. 

Peter  G.  Peterson,  the  reigning  guru  of  gloom  and  the  angel  of  the 
Concord  Coalition,  summed  up  these  fearful  attitudes  in  a  recent  fea- 
ture article  in  the  Atlantic  Monthly.  On  the  cover,  above  the  obvious- 
ly panic-stricken  faces  of  Americans  peering  over  the  pension 
precipice,  the  headline  reads  "Social  Insecurity:  Unless  We  Act  Now, 
The  Aging  of  America  Will  Become  An  Economic  Problem  That 
Dwarfs  All  Other  National  Issues." 

We  too  believe  that  Social  Security  pension  reform  belongs  on  the 
national  agenda.  But  what  is  the  core  problem  to  be  reformed?  Is 
there  a  financial  crisis  diat  demands  not  only  urgent  action,  but  major 
revamping  of  the  system?  Must  we  "privatize*  Social  Security  in 
order  to  save  it?  Or  arc  circumstances  that  might  warrant  relatively 
minor  adjustments  in  finance  being  used  as  a  pretext  for  a  more  fun- 
damental shift  in  national  commitments? 

We  think  Social  Security  finance  requires  prudent  adjustment,  but 
not  major  revision.  Proposals  to  "privatize"  substantial  portions  of 
the  pension  package  have  no  relationship  to  solving  financing  prob- 
Icn^.  The  real  issues  involve  profoundly  political  choices,  not  techni- 
cal ones:  Do  Americans  want  a  society  that  insures  all  workers  and 
their  families  against  the  dual  risks  of  dying  too  young  and  outliving 
their  private  retirement  savings?  If  so,  we  can  "socialize"  these  risks 
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only  through  collective  social  insurance.  Or,  do 
Americans  want  a  society  that  merely  mandates 
savings  and  investment  for  retirement,  while  leav* 
ing  the  ultimate  security  of  workers  and  their  fami- 
lies to  be  determined  by  their  market  success?  If 
so.  privatization  is  an  appropriate  response.  But 
proponenu  of  privatization  are  not  practicing  full 
disclosure.  Privatization  has  much  more  to  do  with 
ideological  preferences  and  economic  interests 
than  with  the  solvency  of.  Social  Security. 

The  Real  Choice 

According  to  Koben  M.  Ball,  former  commis- 
sioner of  Social  Security  in  both  Democratic  and 
Republican  administrations  [See  *A  Secure 
System,'  page  34],  the  system  can  be  stabilized 
through  moderate  adjustmenu  in  pension  formulas 
coupled  with  a  new  investment  strategy.  As  Ball 
observes,  the  system  is  today  accruing  substantial 
surpluses,  and  total  income  will  exceed  outlays 
until  about  the  year  2020.  Thereafter, "Social 
Security  reserves  must  be  retired  to  pay  current 
benefits  that  exceed  the  level  of  current  taxes.  By 
2070 — that  is,  75  years  from  now — benefits  are 
projected  to  exceed  taxes  by  about  5  J  percent  of 
taxable  wages.  So  unless  some  adjustments  are 
made  la  benefit  levels,  taxation  levels,  or  tnut  fund 
earnings,  Social'Security's  retirement  program 
would  not  be  able— on  current  forecasts — to  pay 
all  iu  bills,  as  early  as  }3  years  from  now.  From  this 
perspective,  Pete  Peterson  is  technically  correcu 
The  current  system  is  "unsustainable.' 

On  the  other  hand,  Peterson's  assertion  that 
something  very  like  the  current  system  cannot  be 
financed  is  nonsense.  Indeed,  by  gradually  shifting 
to  a  partially  funded  system  that  invests  in  equity 
securities,  there  are  ways  to  close  this  projected  gap 
in  future  funding  with  no  tax  increases  and 
extremely  modest  changes  in  current  benefit  levels. 

For  example,  under  the  Social  Security  Advisory 
Council's  option  proposed  by  Ball  and  five  other 
members,  the  total  7i-year  deficit  can  be  eliminat- 
ed, and  then  some,  by  six  modest  adjustments: 

■  extend  Social  Security  coverage  to  currently 
excluded  state  and  local  employees; 

B  increase  the  length  of  the  compuuuon  period 
for  workers'  average  earnings  from  35  to  38  years; 

■  tax  Social  Security  benefits  that  exceed 
already-taxed  contributions,  as  with  private- 
defined  benefit  retirement  plans; 


u  correct  the  current  overstatement  of  the  con- 
sumer price  index  used  to  calculate  cost  of  living 
increases  in  accordance  with  the  Bureau  of  Labor 
Suustics  March  1996  proposal; 

■  credit  income  taxes  on  Social  Security  pen- 
sions to  the  pension  rather  than  to  the  Medicare 
trust  fund; 

■  shift  approximately  40  percent  of  the  Social 
Security  trust  funds,  now  invested  in  Treasury 
securities,  into  equity  securities. 

Not  only  can  something  very  close  to  the  present 
syticm  be  financed,  but  financing  it  is  not  very 
hard,  so  the  proposals 
for  more  radical  revi- 
sions  reflect  other 
goals. 

For  example,  5 
other  members  of  the 
13-person  Advisory 
Council  favor  substan- 
tial privatization. 
Every  recipient  would 
get  a  personal  securi- 
ty account  (PSA) 
financed  by  a  diver- 
sion of  nearly  40 
percent  of  the  pay- 
roll taxes  that  cur- 
rently finance  Social 
Security.  Of  the  current  FICA  tax  of  12.3  percent 
of  taxable  payroll,  5  percentage  points  would  be 
divened  to  PSAs. 

This  system  would  provide  an  extremely 
modest  basic  pension  of  $410  a  month, 
which  is  considerably  lower  than  the 
average  benefit  under  the  current  supplemental 
security  income  program  (SSI),  the  means-tested 
portion  of  Social  Security.  Tne  money  diverted  to 
personal  security  accounts  could  be  invested  in 
financial  vehicles  of  a  worker's  own  choosing. 
Upon  retirement,  workers  would  receive  the  base 
pension,  and  whatever  had  accumulated  in  their 
PSA  would  be  available  for  lump-sum  payment, 
investment,  or  annuitization. 

Because  the  PSA  proposal  diverts  3  percenuge 
poinu  of  FICA  taxes  from  the  trust  fund,  addition- 
al revenues  and  beneBt  reductions  are  required  to 
maintain  pension  benefits  for  current  and  near- 
term  retirees.  The  PSA  plan  would  raise  the  rctire- 
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meni  age  to  67  by  2011,  increase  payroll  taxes  by 
iJ2  percent,  and  increase  public  borrowing  by  an 
additional  $1.2  trillion  over  the  next  35  years.  [For 
further  details,  see  Joseph  F. 
Quinn  and  Olivia  S.  Mitchell, 
"Social  Security  on  the  Table," 
TAP,  May-June  1996.] 

According  to  the  Office  of  the 
Actuary  at  the  Social  Security 
Administration,   each   of  the 
Advisory  Council  proposals  satisfies 
the  statutory  requirement  that  the 
scheme  be  in  long-term  (75-ycar) 
actuarial  balance.  But,  if  that  is  true, 
why  go  beyond  the  Ball  solution? 
The  real  debate  is  between  those  who 
view  social  insurance  as  worth  saving 
and  those  who  want  to  reduce  govern- 
ment's role  in  retirement  security  in 
favor  of  market  outcomes.  To  simplify 
matters,  we  will  illustrate  the  true  stakes'in  this 
debate  by  contrasting  the  Ball  plan  with  the  PSA 
proposal. 

Risk  and  Reward 

Both  plans  tie  Social  Security's  fortunes  more 
closely  to  the  performance  of  private  capital  mar- 
kets. The  Ball  plan  would  retain  a  collective  sys- 
tem, while  the  PSA  proposal  would  create  individ- 
ualized, funded  accounts.  Over  the  last  60  years 
(the  life  of  the  Social  Security  pension  system)  capi- 
tal markets  have  out-peiformed  real  wage  growth 
by  several  percentage  points.  In  principle,  this 
change  will  improve  the  intergenerational  equity  of 
the  system  by  allowing  future  retirees  (who  will 
collect  less  of  a  windfall  than  their  parenu)  higher 
returns. 

Nevertheless,  there  are  risks.  Tying  Social 
Security  retirement  peiwions  to  the  performance  of 
the  capital  markets  would  have  looked  quite 
bizarre  in  1935,  when  the  Social  Security  system 
was  constructed.  And  even  if  we  do  not  experience 
another  Great  Depression,  the  events  of  October 
1987  should  remind  us  that  the  stock  market  can 
make  quite  precipitous  "corrections."  Although  on 
average,  over  long  periods  of  time,  one  may  do  bet- 
ter by  investing  in  the  market,  some  individuals 
and  some  cohorts  of  individuals  will  do  substantial- 
ly worse. 

This  concern  about  smoothing  out  the  vagaries 
of  market  returns  underscores  the  first  striking  dif- 


ference between  the  Ball  plan  and  the  PSA  model. 
In  effect,  the  Ball  approach  puu  the  market  risk  on 
the  government— -on  all  of  us  collec- 
tively. The  PSA  model  puts  that  risk 
on  individuals.  The  choice  between 
these  proposals  is  thus  similar  to  the 
choice  between  a  "defined  benefit" 
and  a  "defined  contribution" 
retirement  program.  Private  sav- 
ings, whether  in  IRAs  or  otherwise, 
are  the  equivalent  of  a  defined 
contribution    pension  plan. 
Workers  save  a  cenain  "individu- 
ally defined"  amount  and  have 
assets  at  retirement  equal  to  the 
performance  of  their  ponfolio. 

Social  Security,  by  contrast, 
has  always  been  similar  to  a 
defined  benefit  scheme.  The 
federal  government  makes  long-term 
promises  to  pay  cenain  pension  benefits  and  bears 
the  risks  that  the  performance  of  the  economy  will 
make  those  promises  either  harder  or  easier  to  ful- 
fill. Historically,  many  private  firms  have  also  pro- 
vided defined  benefit  retirement  plans.  But  only 
about  30  percent  of  Americans  now  retire  with  a 
company  pension,  and  companies  are  rapidly  shift- 
ing from  defined  benefit  to  defined  contribution 
pension  arrangements.  In  short,  Social  Security  is 
the  only  vehicle  available  to  most  Americans  in 
which  they  do  not  bear  market  risb  to  their  basic 
retirement  income. 

The  Ball  proposal  allows  pensioners  to  capture 
the  higher  returns  of  financial  markets,  while  keep- 
ing the  risk  collectively  shared  rather  than  individ- 
ually borne.  The  projections  for  the  PSA  plan  show 
it,  on  average,  outperforming  the  Ball  proposal. 
But  this  has  nothing  to  do  with  "privatizing"  ihe 
investment  choices  and  everything  to  do  with 
adding  1.52  percent  to  the  tax  rate,  and  hence  the 
total  amount  invested.  If  we  added  the  same  tax 
hike  to  the  Ball  plan,  the  returns  would  be  even 
greater  than  the  average  PSA  because  the  adminis- 
trative costs  are  lower. 

Economics  or  Ideology? 

The  real  issue  here  is  not  economics  but  political 
ideology.  Most  privatizcrs  want  to  privatize  because 
they  do  not  trust  the  government,  or  because  they 
believe  that  the  American  people  do  not  trust  the 
government,  or  because  of  concerns  that  Social 
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Security  depresses  savings  rates. 

The  lack  of  crust  argument  takes  two  forms:  In 
one  incarnation  it  asseru  that  Americans  prefer 
market  risk  to  political  risk  Hence  to  preserve  the 
political  acceptability  of  a  mandatory  retirement 
program,  Americans  will  demand  that  they,  rather 
than  a  government  agency,  should  have  control 
over  investment  decisions.  The  second  form  of  the 
argument  is  that  the  government 
cannot  be  trusted  to  invest  in  the 
private  capital  markets  without 
meddling  with  them  as  well. 
Neither  argument  is  persuasive. 

To  give  the  first  argument  its 
due,  privatization  can  be  seen  as 
an  attempt — indirect,  to  be 
sure — to  shore  up  confidence  in 
the  system.  Americans  who  have 
'ownership"  of  an  individual  or  personal  security 
account  might  view  their  investment  as  mors 
secure  than  a  claim  on  the  Social  Security  system. 
If  so,  this  surely  has  more  to  do  with  the  drumbeat 
of  criticism  in  the  media  than  any  reasonable  judg* 
ment  of  the  program.  The  Social  Security  system 
avoids  inflauon  risks,  bankruptcy  risks,  and  market 
risks.  It  has  been  ruxming  for  50  years  without  ever 
missing  a  payment.  It  continues  to  have  the  over* 
whelming  support  of  the  American  populace,  and 
Americans  say  that  they  are  quite  willing  to  pay 
some  additional  tsxes  to  ensure  the  financial 
soundness  of  the  system  into  the  distant  future. 
Nevertheless,  it  is  conceivable  that  Americans  will 
come  to  prefer  risky  over  oon-ri«ky  investments. 
Nor  can  we  fully  discount  the  Lake  Wobegon 
effect— overoptimism  among  young  workers  that 
their  lifetime  earnings  will  be  above  average.  If  so, 
they  would  be  increasingly  susceptible  to  the  argu* 
ment  that  Social  Security  provides  an  inferior 
return  on  their  contribudons. 

The  real  risk,  however,  is  that  partial  privatiza* 
tion  will  lead  to  inexorable  pressure  for  full  privau- 
zauon.  Investment  of  some  Social  Security  funds 
in  equities,  rather  than  Treasury  securities,  will  of 
course  improve  the  investment  performance  of 
Social  Security.  But  if  this  investment  is  done  in  a 
privatized  form,  it  will  appear  that  the  improve* 
ment  has  come  through  privatizadon  of  accounts 
rather  than  from  a  simple  shift  in  investment  hold* 
ings.  And,  because  most  workers  tend  to  ignore  the 
life  insurance,  dependents'  benefits,  and  in£ation 
protection  that  are  a  part  of  the  Social  Security 


real  issue  here 
is  not  economics  but 
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pension  package,  this  argument  may  be  persuasive. 

Even  more  importandy.  workers  may  ignore  the 
crucial  protection  that  social  insurance  provides  to 
everyone  against  low  average  lifetime  earnings, 
poor  performance  of  their  individual  investments, 
or  against  higher  uxes  or  intrafamily  transfers  to 
support  those  who  do  have  these  experiences.  The 
less  stake  that  American  workers  believe  them- 
selves to  have  in  the  coUecuve 
provision  of  retirement  bene- 
fits through  Social  Security,  the 
more  likely  political  support 
for  the  system  is  to  erode. 
Partial  privatizadon  in  this  sce- 
nario would  be  destabilizing 
rather  than  anchoring.  It  could 
lead  to  the  very  destrucuon  of 
the  economic  security  that 
"reform"  was  supposed  to  preserve. 

The  argument  about  government  "meddling"  in 
capital  markets  is  even  less  compelling. 
Maintaining  the  soundness  of  and  confidence  in 
financial  markets  by  massive  governmental  "med- 
dling" is  one  of  the  great  success  stories  of 
American  public  policy  since  the  1930s.  Investing 
Social  Security  funds  in  equity  securides  will  not 
roil  capital  markeu,  so  long  as  investmenu  are  lim- 
ited to  broad  "index"  funds,  these  funds  are  man- 
aged solely  in  the  interest  of  beneficiaries,  and  gov- 
ernment is  a  passive  shareholder.  These  constrainu 
are  not  difficult  to  construct,  as  the  experience  of 
the  Federal  Employees  Thrift  Plan,  the  Tennessee 
Valley  Authority  and  Federal  Reserve  Board's 
defined  benefit  retirement  programs,  and  many 
state  reurement  funds  illustrate. 

In  short,  workers  would  not,  on  average,  be  bet- 
ter off  investing  privately  for  reurement  than  hav- 
ing those  investments  made  through  Social 
Security.  Because  private  investing  exposes  benefi- 
ciaries directly  to  temporal  fluctuations  in  the 
financial  markets,  privatizing  accounts  will  make 
many  worse  off.  There  is  no  reason,  other  than  ide- 
ological anupathy  to  government  money  manage- 
ment, for  Americans  to  prefer  the  PSA  to  the  Ball 
approach.  There  are  obvious  reasons  for  private 
money  managers  to  prefer  PSAs. 

Distributional  Fairness 

Critics  of  Social  Security  make  much  of  the  sup- 
posed burden  that  retirees  place  on  the  working 
young.  By  now,  the  image  of  the  affluent  old  enjoy- 
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ing  a  secure  retirement  on  the  backs  of  hard* 
pressed  wage  earners  is  an  established  cliche.  But 
the  most  recent  complete  dau  on  the  income  of  the 
aged  for  1994  reveal  that  56  percent  of  persons 
over  65  would  be  below  the  poverty  line  without 


their  Social  Security  paymcnu.  Three-quarters  of 
all  recipients  have  total  income,  including  their 
Social  Security  benefiu,  under  $25,000  per  year. 
Fifty  percent  have  income  under  $U,000  per  year. 
Families  with  an  income  of  $50,000  or  more  repre- 


A  Secure 
System 

By  Kobekt  M.  Ball 

There  is  no  financial  crisis  in  Social 
Security.  But  it  does  need  adjustment. 
Three  simple  changes  would  reduce  the 
projected  Social  Security  75-year  deficit  from 
2.17  percent  of  payroll  to  about  0.80  percent. 
These  changes  would  reduce  benefiu  only  an 
average  of  3  percent  below  \Ax»t  present  law  pro- 
vides  and  no  Social  Security  tax  increase  would 
be  required  for  50  years.  These  changes  would: 

■  Extend  coverage  to  new  hires  in  the  3.7  mil- 
lion sute  and  local  positions  still  excluded  from 
the  Social  Security  program  (most  are  covered); 

■  Increase  from  35  years  to  38  years  the  period 
over  which  avert  ge  indexed  wages  are  computed, 
which  in  turn  forms  the  basis  for  determining 
benefit  amounts; 

■  Apply  the  income  tax  to  benefits  in  excess  of 
what  the  worker  paid  in,  u  is  now  true  for  other 
contributory-defined  benefit  plans,  and  deposit 
the  taxes  in  the  trust  fund.  Although  the  special 
exemption  for  low-income  beneficiaries  would  be 
eliminated,  30  percent  would  still  not  pay  taxes. 
Also,  from  2010  on,  the  taxes  on  Social  Security 
now  going  to  Medicare  would  go  to  Social 
Security. 

When  these  changes  are  added  to  a  slight 
adjustment  in  the  Consumrr  Price  Index,  as  rec- 
ommended by  the  Bureau  of  Labor  Sutistics,  the 
projected  75-year  deEcit  declines  to  0.80  percent 
of  payroll  Investing  pan  of  the  fund  in  stocks 
makes  up  that  remaining  deficit  and  greatly 
improves  the  contribution/benefit  ratio  for  young 
workers  and  future  generations. 


It  is  time  for  the  Social  Security  system  to 
depart  from  pay-as-you-go  fixuncing  and  turn  to 
partial  advance  funding.  Developing  a  substantial 
and  permanent  reserve  fund  would  reduce  the 
long-term  contribution  rate.  In  the  past.  Social 
Security  has  never  developed  a  large  reserve  for 
advance  funding,  so  the  rate  of  return  on  the  small 
contingency  reserve  has  made  litde  difference  in 
loi^g-range  financing.  Now  that  the  system  is  mov- 
ing toward  partial  advance  funding,  and  the  fund 
will  become  quite  large,  the  rate  of  return  does 
nuke  a  major  difference. 

Under  these  circumstances,  the  funds  should 
be  invested  to  earn  a  higher  return.  These  invest- 
menu  should  be  indexed  to  the  broad  stock  mar- 
ket and  passively  managed  by  portfolio  managers 
selected  by  bid.  The  portion  in  private  stocks 
would  be  limited  to  40  percent  and  would  remain 
considerably  under  10  percent  of  the  value  of  all 
stocks. 

As  with  the  Federal  Employees  Thrift  Plan,  an 
independent  expert  Investment  Policy  Board, 
which  would  select  the  index  and  the  portfolio 
managers,  would  operate  under  a  fiduciary  stan- 
dard requiring  that  trust  fund  investment  policy 
^'be  solely  for  the  economic  benefit  of  Social 
Security  participants  and  not  for  any  other  eco- 
nomic, social,  or  political  objective."  It  would 
also  be  important  to  neutralize  the  effect  of  Social 
Security  holdings  on  stockholder  voting  on  com- 
pany policy.  Barring  the  voting  of  Social  Scojxity- 
held  stocks  might  be  enough.  Or  the  voting  of 
Social  Security  shares  could  be  scored  in  the  same 
proportion  as  other  stockholder  votes. 

Other  federal  retirement  systems  invest  in 
stocks.  Besides  the  Federal  Employees  Thrift 
Plan,  the  defined  benefit  plan  of  the  Federal 
Reserve  System  has  about  two-thirds  of  its 
reserves  in  stocks,  and  the  Tennessee  Valley 
Authority  has  about  40  percent. 

The  difference  for  Social  Security  financing  in 
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sent  only  9  percent  of  Social  Security  beneficiaries. 
Most  elderly  are  not  rich. 

Reform  of  Social  Security  really  poses  two  distri> 
butional  issues — intergenerational  fairness,  and 
fairness  within  age  cohorts.  The  intergenerational 


equity  issue  is  mosdy  a  distraction.  The  Brst  gener- 
ation of  pensioners  indeed  enjoyed  a  windfall,  but 
that  is  history.  Both  proposals  aim  to  put  Social 
Security  pensions  into  long-term  actuarial  balance. 
Given  that  the  burdens  on  current  and  future  gen- 


having  part  of  the  fund  invested  in  equities  is 
substantial  It  would  reduce  the  75-year  de£cit  by 
0.82  percent  of  payroll;  when  that  gain  is  added 
to  the  other  proposals,  investing  in  equities 
would  completely  eliminate  the  75-year  deficit. 

Appreciating  Social  Security 

Individual  return  is  not  the  most  important 
criterion  for  Social  Security,  but  i:  is  nevertheless 
important.  Young  workers  need  to  see  their  gen- 
eration as  treated  fairly.  The  more  important  cri- 
teria for  judging  the  usefulness  of  the  program 
are  its  contributions  to  society  as  a  whole-^or 
example  the  fact  that  it  provides  disability  and 
life  insurance  protection 
without  regard  to  the 
health  of  the  individual, 
and  that  it  reduces  the 
need  for  the  less  desirable 
means-tested  programs 
such  as  supplemental  secu- 
rity income  (SSI). 

Social  Security  keeps 
some  13  million  people 
above  the  poverty  line  and 
millions  more  from  near 
poverty.  As  recently  as 
1967  the  poverty  rate 
among  the  elderly  was  28 
percent,  about  2.5  times 
the  rate  of  the  rest  of  the 
populauon.  Social  Security  has  been  the  key  fac- 
tor in  bringing  this  rate  down  to  about  12  per- 
cent today  (about  the  rate  among  other  adulu). 
Without  Social  Security,  well  over  half  of  the 
elderly  would  have  incomes  below  the  federal 
government's  rock-bottom  definidon  of  poverty. 

But  Social  Security  is  much  more  than  an  and- 
poverty  program.  Because  Social  Security  bene- 
fiu  are  not  means-tested,  those  above  the  poverty 
level  are  able  to  add  other  income  to  Social 


Closing  the  Gap 

(Projccud  75-jrcar  deficit  ■  2.17  %  of  pa/roU) 

Remedy  Reduction 

!n  deficit 
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-0.29% 

Interaction  among  the  proposals 

•t'0.04% 

Investment  in  stocks 

-0.82% 

New  balance  (percent  of  payroll) 

0.02% 

Security,  and  thus  provide  a  level  of  living  in 
retirement  not  too  far  below  what  they  had  while 
working.  Social  Security  thus  functions  as  the 
bottom  tier  in  a  three-tier  system  that  also 
includes  private  pensions  and  individual  savings. 

Social  Security  follows  the  worker  from  job  to 
job  and  the  protection  before  retirement  rises  as 
wages  rise.  Benefits  once  awarded  are  inHauon- 
proof,  a  guarantee  that  no  private  pension  has 
made.  Adminisuative  costs  take  less  than  1  per- 
cent of  receipts. 

Social  Security  is  a  fanuly  protection  program, 
a  mechanism  for  spreading  the  cost  of  caring  for 
the  current  elderly  and  those  with  disabilities. 

Thanks  to  Social  Security 
and  Medicare,  no  one 
family  has  to  bear  alone 
what  could  be  the  huge 
cost  of  caring  for  parents 
who  are  sicker  than  aver- 
age or  who  exhaust  their 
private  savings. 

Social  Security  pro- 
vides $12.1  trillion  in  life 
insurance  protection, 
which  exceeds  the  amount 
of  all  private  life  insur- 
ance. Disability  benefits 
are  paid  currently  to  5 
million  adulu,  and  3  mil- 
lion children  under  18 
receive  benefits.  Protection  is  extensive.  A  27- 
year-old  couple  with  two  small  children,  earning 
average  wages,  currendy  has  survivors'  protecuon 
worth  $307,000  in  the  event  of  death,  and  dis- 
ability protection  of  $207,000. 

Social  Security  is  far  from  broken.  The  more 
dynamic  the  economy,  the  greater  the  need  for 
individual  protection  against  major  economic 
hazards.  Social  Security's  beneflu  may  be  modest, 
but  the  protecuon  is  secure.Q 
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eratioiu  under  the  two  schemes  will  be  equivalent, 
the  real  issue  is  equity  within  generations.  Here  an 
ideological  chasm  separates  the  two  proposals. 

The  Ball  approach  maintains  the  worker  insur^ 
ance  model  of  equity  that  currently  undergirds 
Social  Security.  Distributional  fairness  in  this  social 
insurance  model  is  straightfororard,  but  not  always 
well  understood  First,  workers  are  insured  against 
a  lifetime  of  relatively  low-wage  work  by  a  guaran- 
tee  of  a  minimally  adequate  pension  in  old  age. 
Second,  recognizing  that  the  level  of  wages 
includes  some  combination  of  personal  circum- 
stance  and  effort,  the  size  of  the  pension  increases 
with  a  worker's  level  of  contribution.  But  it  redis* 
tributes  by  giving  lower-wage  workers  a  better 
"return"  on  their  lifetime  earnings. 

In  other  words,  everyone  sigru  up  at  the  begin- 
ning of  their  working  lives  for  a  system  that  makes 
two  promises:  a  minimally  adequate  retirement 
income  for  all  workers,  and  a  guarantee  of  higher 
returns  (in  absolute  dollar  amounu)  to  those  who 
make  higher  contributions  over  their  working  lives. 

The  privatization  approach  proposes  sig- 
nificant distributional  changes.  Under 
the  PSA  model,  the  pensioner  is  viewed 
as  an  investor.  Supposedly,  higher-wage  workers 
who  save  more  (and  those  who  make  more  fortu- 
nate investments)  are  fully  entided  to  their  better 
retirement  situation  As  a  matter  of  individual 
dessen,  the  'investor'  notion  of  fairness  seemingly 
rewards  individual  prudence  and  self-deiual — the 
decision  to  give  up  current  consumpdon  as  a  hedge 
against  an  uncertain  future.  Yet  a  mandatory 
requirement  to  save  a  fixed  percentage  of  wages 
rewards  neither  prudence  nor  self-sacrifice.  The 
saver,  after  all.  did  not  choose  to  save.  And  sacri- 
fice is  inversely  related  to  affluence. 

The  fairness  of  this  shift  is  even  more  doubtful 
when  the  context  of  America's  overall  retirement 
policy  is  considered.  Tax  policy  already  offers 
greater  subsidies  to  the  retirement  savings  of  high- 
er earners  than  lower  earners.  The  home  mortgage 
interest  deduction  and  the  noniaxability  of  IRA, 
Keogh,  401  (k),  and  defined  contribution  plans 
provide  much  more  assistance  for  wealth  accumu- 
lation to  high  earners  than  to  low  earners.  The  cur- 
rent structure  of  Social  Security  pensions  some- 
what reduces  this  imbalance.  A  shift  to  PSAs 
would  eliminate  an  important  equalizing  feature  of 
the  overall  retirement  system.  Given  that  "personal 


circumsunce*  as  a  determinant  of  lifetime  earn- 
ings includes  being  born  black  or  white,  male  or 
female,  able-bodied  or  impaired,  or  into  a  rich  or 
poor  family,  the  unfairness  of  this  approach  seems 
manifest. 

The  imposition  of  substantial  market  risks  on 
lower  earners  is  also  objectionable.  The  lower  one's 
earnings  over  a  lifetime,  the  more  Social  Security 
pexuions  matter  to  one's  retirement  security.  And, 
other  things  being  equal,  the  more  Social  Security 
provides  one's  bedrock  protection  against  destitu- 
tion in  old  age,  the  less  likely  one  would  be  to  pre- 
fer having  that  protection  subject  to  market  risks  of 
the  son  contemplated  by  the  PSA  proposal.  After 
all,  if  one's  investments  went  south  under  the  PSA 
plan,  one  would  be  left  with  a  guaranteed  benefit 
of  only  $410  per  month  in  1994  dollars — less  than 
current  supplemental  security  income  payments 
and  much  less  than  the  poverty  threshold. 

The  PSA  scheme  also  trades  a  portion  of  Social 
Security's  protections — survivor  benefits — for 
ownenhip  of  the  PSA,  which  passes  to  one's  heirs 
at  death.  Security  for  younger  workers  and  lower- 
wage  workers'  families  is  again  being  traded  for 
increased  benefits  to  higher-wage  workers,  and 
particularly  to  the  survivors  of  those  who  do  not 
outlive  the  value  of  their  PSAs.  This  is  not  a  trivial 
trade.  Social  Security  currendy  provides  life  insur- 
ance valued  at  $1.3  trillion,  more  than  all  private 
life  insurance  policies  currently  in  force  in  the 
United  States.  In  short,  the  PSA  proposal  piles 
market  and  other  risks  on  families  who  are  poorly 
positioned  to  bear  them. 

r  The  biggest  winners  in  a  shift  to  a  PSA  scheme 
would  be  families  with  two  moderate-  to  high-wage 
workers.  Each  worker  will  have  an  individual 
account  with  no  cap  on  expected  returns.  The  PSA 
system  thus  would  reinforce  the  distributional  shift 
toward  high-wage,  dual-earner  families  that  is 
occurring  in  the  economy  generally.  Yet,  while  this 
is  distributionally  perverse  in  one  sense,  the  PSA 
corrects  what  some  view  as  a  major  inequity  in  cur- 
rent arrangemenu.  Because  spousal  benefits  now 
tend  to  smooth  out  returns  to  one-  and  two-earner 
families,  some  people  currendy  view  the  PICA  con- 
tributions of  a  family's  second  worker  as  'wasted.' 
PSAs  would  eliminate  this  'unfairness.' 

While  this  position  is  superficially  plausible,  it  is 
not  compelling.  First,  the  'loss'  to  high-earning 
couples  is  not  nearly  so  great  as  Social  Security's 
pension  payment  schedules  suggesL  High  income 
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is  highly  correlated  with  longevity.  High  earners 
will  on  average  collect  pensions  for  a  considerably 
longer  period  than  lower  earners.  Moreover, 
reforming  the  system  to  make  it  more  favorable  to 
two-earner  families  has  no  necessary  connection  to 
privatizing  it.  The  same  thing  can  be  dons,  if  we 
want  to  do  so,  through  simple  accounting  changes. 

Most  importantly,  this  sort  of  group-by-group 
analysis  of  who  gets  what,  on  average,  misses  the 
basic  point  of  social  insurance.  At  birth,  none  of  us 
knows  for  sure  where  we  wiU  end  up  socially  or 
economically.  We  may  be  low-  or  high-wage  earn- 
ers. We  may  marry  or  not.  Our  spouses  may  work 
or  not.  Our  working  spouses  may  be  low-  or  high- 
wage  earners.  We  may  incur  misfortune. 

The  current  scheme  ensures  us  that  however 
things  turn  out  in  life,  our  retirement  benefit  will 
not  be  too  awful,  and  our  dependents  will  be  pro- 
vided for  if  we  expire  before  retirement.  Should  we 
be  high  earners  with  high-earning  spouses,  we  will 
receive  relatively  low  returns  on  our  FICA" taxes 
viewed  strictly  in  terms  of  the  size  of  our  Social 
Security  pension  checks.  But  we  will  have  insured 
ourselves  against  destitution  and  against  the  risk  of 
having  to  pay  higher  uxes  to  support  the  destitute. 
Thu  binding  together  of  the  interests  of  low  and 
high  earners  in  a  common  enterprise,  before  they 
know  for  certain  who  they  are,  is  the  essence  of 
social  insurance. 

Alternative  Agendas 
And  Red  Herrings 

Some  advocate  privatization  as  a  necessary 
means  for  increasing  national  savings,  which  they 
sec  as  key  to  increased  prosperity.  These  claims 
should  have  no  bearing  on  the  current  Social 
Security  debate  for  three  reasons. 

First,  the  Ball  plan  and  PSA  proposal  are  indis- 
tinguishable with  respect  to  savings  rates.  If  we 
believe,  somehow,  that  investing  trust  funds  in  cap- 
ital markeu  is  good  for  savings  and  investment,  the 
Ball  plan  does  the  job  just  as  well  as  PSAs.  Second, 
neither  plan  necessarily  increases  national  savings. 
Both  take  money  that  is  now  invested  in  govern- 
ment securities  and  put  it  into  private  securities. 
But,  if  the  government  continues  to  tax  and  spend 
at  the  same  rate.  It  will  simply  have  to  borrow  at 
the  same  rate  elsewhere.  National  savings  can 
increase  only  if  overall  private  savings  goes  up  at  a 
rate  not  equaled  by  government  borrowing. 
Changing  the  form  of  Social  Security  trust  fund 


holdings  will  not  do  the  trick,  nor  will  relocating 
those  holdings  into  private  security  accounu. 

Third,  the  capacity  of  the  economy  to  pay  pro- 
jected benefits  in  50  or  75  years  is  a  function  of  the 
health  of  the  future  economy,  not  simply  of  the  pri- 
vate savings  rate.  And  the  rate  of  economic  growth 
reflects  a  variety  of  factors — public  and  private 
investment,  technology,  employment,  human  capi- 
tal, business  profits — not  just  the  rate  of  personal 
savings. 

The  latest  attack  on  Social  Security  is  only  a 
variation  on  familiar  themes.  Opponents  today 
attack  Social  Security's  "unfunded  liabilities"  and 
"trust  fund  fakery' — two  of  the  Concord 
Coalition's  favorite  phrases.  But  conservative  coun- 
terparts in  1939  demanded  that  the  program  be 
put  on  an  unfunded,  pay-as-you-go  basis  because 
government  was  not  to  be  trusted  with  manage- 
ment of  retirement-fund  reserves.  In  1983  and 
again  in  1996,  Social  Security  opponents  claimed 
the  system  was  going  bankrupt — yet  in  1989  they 
also  attacked  it  for  running  huge  surpluses.  If 
bankruptcy  and  surplus  are  both  crises,  something 
other  than  financial  prudence  has  to  be  driving 
these  concerns. 

Beneath  the  surface  of  a  technocratic 
debate  about  Social  Security's  tax  rates, 
benefit  schedules,  and  long-term  finan- 
cial projections,  there  is  a  deep  ideological  divide 
between  opponents  and  defenders  of  social  insur- 
ance. Defenders,  like  us,  see  necessary  adj^astments 
as  a  natural  and  inevitable  evolution.  Opponents 
see  these  occasions  as  opportunities  for  radical 
revision — times  for  convincing  the  American  pub- 
lic that  social  insurance  is  an  unfair,  unsustainable 
sham. 

Privatizing  reforms  can  be  a  legitimate  means  to 
public  objectives  where  government  failure  is  like- 
ly, and  where  private  markets  reliably  produce 
superior  resulu.  We  can  fairly  debate  whether  pri- 
vate contractors,  or  vouchers,  introduce  beneficial 
competition  in  many  public  programs,  without 
compromising  their  purposes.  Privatizing  Social 
Security,  by  contrast,  is  a  contradiction  in  terms.  It 
not  only  fragmenu  our  most  successful  and  univer- 
sal program,  but  changes  the  entire  dynamics  of 
the  program  in  order  to  fit  the  imperatives  of  pri- 
vate markets.  By  itself,  the  market  can  provide 
investment  vehicles,  but  it  cannot  supply  social 
ixuurance.0 
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;  Senator  Smith.  Before  we  go  to  questions,  I  wonder  if  there  are — 
since  this  ping-pong  has  been  bouncing  back  and  forth  between 

I  you,  I  wonder  if  any  of  you  would  Hke  to  comment  on  any  of  the 
things  that  have  been  said  by  others. 

i        Senator  Lautenberg.  Or  have  you  heard  them  so  often  that  

'        Senator  Smith.  Maybe  you  want  us  to  hear  them. 

I        Mr.  Jones.  I  would  like  to  comment  on  one  point  which  was  Dr. 

I  Steuerle's  statement  that  the  Maintain  Benefits  Plan  fails  to  bal- 
ance revenue  and  expenses.  I  want  to  stress  very  much  that,  as  you 
see  on  Attachment  B,  the  core  proposals  that  we  have  reduce  the 
deficit  to  0.8  percent  of  pajrroU,  which  is  very  close  to  meeting  the 
definition  of  long-term  actuarial  balance,  which  is  plus  or  minus  5 

j  percent,  and  in  the  context  of  the  75-year  horizon,  where  tiny  dif- 
ferences multiplied  over  many  years  and  many  different  variables 

j  create  vast  shifts  in  what  that  cost  rate  looks  like  75  years  out  in 
the  future.  So  we  think  we  meet  that  definition  of  close  actuarial 
balance.  Therefore,  it  would  be  a  responsible  approach  for  the  Con- 
gress to  consider  enacting  those  core  recommendations  from  the 
Maintain  Benefits  Plan,  and  then  considering  more  fundamental 
reform  issues  such  as:  Should  we  have  investment  in  equities  to  in- 
crease the  rate  of  return?  And  if  so,  can  that  be  done  more  effi- 
ciently by  the  trust  fund  or  by  individual  accounts? 
Senator  Smith.  Dr.  Gramlich? 

Dr.  Gramlich.  Yes,  could  I  in  turn  comment  on  that?  Thomas 
Jones  is  right  in  that  all  of  the  technical  changes  in  the  Maintain 
Benefits  Plan,  apart  fi'om  equity  investment,  eliminate  1.4  percent- 
age points  of  payroll  of  the  deficit;  that  is,  they  take  the  deficit 
from  2.2  percentage  points  down  to  0.8  percentage  points.  But 
there  is  another  proposal  in  there  which  involves  diversion  of  funds 
that  now  go  to  medicare  to  OASDI,  and  that  involves  another  0.3. 
And  some  of  us  are  not  enamored  of  that,  to  steal  or  to  divert  reve- 
nues from  a  trust  fund  that  is  in  serious  trouble  to  one  that  is  only 
in  moderate  long-term  trouble.  And  if  you  eliminate  that,  then  the 
changes  in  the  Maintain  Benefits  Plan  eliminate  about  half  of  the 
deficit,  not  more  than  half. 

So  it  should  be  understood  that  there  are  two  parts  of  the  Main- 
tain Benefits  proposal  that  involve  these  kinds  of  changes,  one 
being  the  stock  market  equity  investment  and  the  second  being  the 
diversion  of  funds  from  the  Medicare  Trust  Fund, 
j       Senator  Smith.  Thank  you. 

Dr.  Weaver? 

Dr.  Weaver.  I  would  like  to  comment  on  Professor  Marmor's  sug- 
gestion that  all  of  us  agreed  that  the  scale  of  the  financing  problem 
was  relatively  small.  I  don't  think  that  is  what  we  agreed.  I  think 
we  all  agreed  that  the  financing  problem  was  a  serious  and  a 
pressing  problem. 

I  frequently  hear  the  suggestion  that  the  financing  problem  can 
be  solved  by  a  2  percent  increase  in  the  pa3n:*oll  tax  as  though  that 
were  a  fairly  minor  adjustment  in  the  tax.  I  would  note  that  this 

i amounts  to  about  $60  billion  annually  over  the  next  75  years  in 
constant  dollars.  More  importantly,  if  you  were  to  raise  that  tax 
right  now  and  create  enormous  surpluses  in  the  trust  funds,  most 
of  us  would  have  grave  concerns  about  how  those  funds  would  be 
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used.  Would  they  lighten  the  burden  of  benefits  in  future  decades, 
or  would  they  fund  current  consumption  in  the  rest  of  the  budget? 

Another  way  of  looking  at  the  financing  gap  is  to  ask  what  kind 
of  tax  increase  would  be  required  if  we  tried  to  move  back  to  pay- 
as-you-go  financing.  In  that  case,  according  to  the  actuaries'  projec- 
tions, you  would  need  a  payroll  tax  increase  of  about  1  percentage 
point  every  decade  over  tne  next  70  years  to  maintain  solvency.  Al- 
ternatively, you  would  need  benefit  reductions  of  25  to  30  percent 
after  the  turn  of  the  century.  When  cast  in  these  terms,  I  think  the 
financing  problem  sounds  less  insignificant. 

Senator  Smith.  Thank  you. 

Professor  Marmor? 

Professor  Marmor.  Let  me  just  go  straight  on  that  one.  What  I 
said  was  that  I  believed  it  was  modest,  but  they  agreed  on  the 
magnitude  of  it.  And  2.2  percent — that  is,  1.1  on  both  sides — does 
seem  to  me  a  scale  of  tax  increase  that  warrants  the  designation 
serious,  substantial,  not  very  large  in  relationship  to  the  claimed 
problems.  That  is  the  point  I  want  to  make. 

The  second  one  in  relation  to  it  has  to  do  with  this:  It  does  not 
solve  the  problem  of  Social  Security's  affordability  to  change  trust 
fund  relationships.  If,  for  example,  in  the  rest  of  the  budget  we 
went  into  much  more  substantial  deficit,  at  the  time  when  Social 
Security  made  those  claims  on  those  bonds,  you  would  have  to 
raise  taxes,  too.  The  affordability — or,  to  put  it  another  way,  the  so- 
cial pain  of  dealing  with  an  aging  society  has  to  do  with  the  real 
goods  and  services  available  in  the  future  to  that  society.  You  can't 
speak  about  the  scale  of  this  problem  without  narrowly  looking 
first  at  Social  Security  and  saying  how  much  from  an  actuarial 
standpoint  would  you  have  to  change  it?  Then  what  other  changes 
in  the  society  would  make  those  arrangements  more  or  less 
conflictual  and  bearable? 

I  think  you  may  want  to  use  the  term  very  significant.  For  actu- 
arial adjustment  of  the  kind  we  are  talking  about — which,  I  should 
say,  you  could  take  care  of  it  now  with  a  2.2  percent  increase.  Also, 
as  Tom  Jones  was  saying,  the  degree  of  adjustment  of  non-con- 
troversial matters  would  take  care  of  about  half  of  it.  This  is  not 
usefully  described  as  an  unmanageable  problem. 

Senator  Smith.  Thank  you. 

Dr.  Steuerle? 

Dr.  Steuerle.  My  fear  is  that  this  entire  debate,  for  those  of  you 
who  listen  to  it,  starts  sounding  like  a  bunch  of  theologians  debat- 
ing about  how  many  angels  are  dancing  on  the  head  of  a  pin.  I  say 
that  for  two  reasons.  One  is  I  think  the  focus  on  accounts  and  the 
financing  and  investment  in  the  stock  market  is  misleading — and 
I  engage  in  that  debate,  and  I  have  opinions  on  it,  and  I  am  actu- 
ally in  favor  of  some  individual  accounts.  But  I  think  the  real  issue 
in  Social  Security,  the  really  dominant  issue,  is  what  we  are  doing 
to  human  capital.  And  this  issue  tends  to  get  lost.  We  tend  to  think 
that  some  way  or  another  if  we  just  manipulate  portfolios  and 
taxes  and  a  few  other  things  here  and  there,  invest  in  the  stock 
market,  we  can  solve  the  problem  that  we  are  going  to  have  so 
many  people,  such  a  large  portion  of  our  population  retired.  Two 
workers  per  retiree  is  not  a  lot  of  workers  per  retiree.  And  if  we 
are  retiring  for  one-third  of  our  adult  lives,  having  annuities  that 
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last  18  years  on  average  for  an  individual,  25  years  for  a  couple — 
and  growing  because  we  don't  change  the  early  retirement  age  we 
are  basically  putting  out  to  pasture  huge  amounts  of  our  human  re- 
sources. And  I  don't  think  you  can  build  enough  steel  mills — we  can 
debate  how  many  steel  mills  we  can  build — but  I  don't  think  you 
can  build  enough  steel  mills  to  offset  that  problem. 

I  don't  think  reform  is  a  societal  problem  in  a  larger  sense.  In 
our  history  as  a  nation  we  have  spent  the  last  50  or  60  years  giving 
ourselves  many,  many  more  years  of  leisure  and  health  care  and 
retirement,  from  about  13  years  for  Social  Security  recipients  when 
they  first  moved  into  the  system  in  1940,  up  to  18  or  more  today. 
Stopping  that  growth  rate  or  maybe  even  paring  it  a  little  bit  is 
not  that  much  of  a  burden  to  ask  once  we  have  a  society  where  we 
have  fewer  children  to  support  us.  It  seems  to  me  a  reasonable 
thing  to  ask. 

The  human  capital  issue  is  to  me  the  main  issue  we  have  to  ad- 
dress. The  accounting  and  the  saving  issue  are  very  important,  but 
they  are  the  hind,  if  you  want  to,  of  the  dog.  Not  the  tail,  but  they 
are  the  hind,  and  we  shouldn't  focus  only  on  that. 

The  second  point  I  would  like  to  make  very  quickly  is  with  re- 
spect to  budget  policy.  There  is  a  difference  between  a  budget  pol- 
icy that  says,  because  we  are  so  smart  here  at  this  table,  or  Mem- 
bers of  Congress  or  members  of  the  Administration  are  so  smart, 
we  are  going  to  build  a  plan  that  automatically  has  all  this  built- 
in  growth  for  the  future.  It  is  another  thing  to  build  a  plan  that 
leaves  some  discretion  to  future  policymakers.  If  we  get  it  wrong, 
if  we  later  decide,  gee,  18  years  of  retirement  support  isn't  enough 
let's  leave  some  discretion  to  future  policymakers  to  decide  that  ex- 
panding beyond  18  is  the  most  important  need  of  the  time.  The 
lock-in  of  the  current  system  is  that  when  you  build  an  automatic 
growth,  even  for  75  years,  Ted,  when  you  build  in  that  automatic 
growth,  you  take  discretion  away  from  current  decisionmakers,  vot- 
ers and  Members  of  Congress,  to  decide  on  a  discretionary  basis 
whether  these  programs  should  have  that  growth  or  whether  there 
are  other  needs  of  society  we  need  to  address. 

Senator  Smith.  Thank  you.  I  think  we  will  turn  to  questions 
now.  For  your  information,  I  am  the  most  junior  member  of  this 
committee.  Out  of  deference  to  the  ranking  member,  I  am  going  to 
defer  to  his  questions  first,  and  then  I  will  go,  and  then  Senator 
Conrad  and  Senator  Gregg. 

Senator  Lautenberg.  That  is  very  kind,  and  you  can  tell  the 
kind,  gentle  heart  of  a  freshman  member.  It  will  gradually  turn  to 
hard  steel,  I  guess.  [Laughter.] 

But  I  thank  you  for  the  opportunity. 

First  of  all,  to  all  of  the  witnesses,  thank  you  for  excellent  pres- 
entations, for  the  provocative  thoughts  that  you  introduced,  the 
challenges  that  you  threw  out  to  us,  because  I  really  do  think  that, 
unfortunately,  there  is  not  going  to  be  enough  time  to  ask  all  the 
questions  that  you  have  helped  generate.  And  I  think  Dr.  Steuerle 
in  his  summation  just  now  kind  of  hit  it  on  the  head,  and  that  is, 
what  do  we  do  about  trying  to  establish  the  rules  now  by  which  we 
think  we  are  going  to  operate  50  years  hence,  75  years  from  now? 

We  have  that  question  in  a  different  form  in  front  of  us  right  now 
in  terms  of  a  balanced  budget  amendment.  Do  we  put  into  strait- 
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jacket  form  policies  that  may  need  adjustment  along  the  way,  per- 
haps frequently?  These  are  tools  that  we  have  used,  I  think,  to  help 
develop  the  kind  of  broad-based  successful  economy  that  we  pres- 
ently see,  and  to  throw  those  tools  away  doesn't  sound  like  a  good 
idea  to  me.  The  questions  about  are  we  better  off  are  answered — 
I  think.  Professor  Marmor,  your  charts^  here  are  fairly  simple. 
They  say  we  are  not  much  different,  if  we  accept  the  projection  to 
2040  that  is  on  one  of  these  charts,  on  the  population  support 
chart.  It  looks  Uke  the  burden  on  workers  will  be  significantly  less 
than  it  was  in  1960.  So  immediately  it  serves  to  confuse  the  issue. 

What  we  had  this  week  was  a  presentation,  an  honest,  frank 
presentation  by  CBO — some  of  you  have  been  associated  with  CBO 
before  professionally,  but  you  all  know  what  their  function  is — in 
which  a  forecast  made  in  May  just  passed  was  off  by  a  substantial 
percentage,  absolute-dollar  terms,  from  one  just  now  revisited.  And 
when  we  start  talking  about  2040  and  2075,  I  wonder  how  realistic 
it  is. 

We  are,  after  all,  a  dynamic  country,  and  things  are  going  to 
change  and  principles  are  going  to  change.  When  Dr.  Steuerle 
talked  about  human  capital,  I  didn't  know  where  you  were  going 
with  that,  frankly.  Was  there  a  suggestion  we  build  more  golf 
courses  or  you  said  no  steel  mills?  What  do  we  do?  Do  we  say  that 
people  will  have  to  work  for  a  longer  period  of  time  in  the  future 
if  we  are  going  to  live  to  be  100  or  whatever  and  have  productive 
years  until  we  are  85?  Are  you  suggesting  that  we  therefore  don't 
encourage  retirement  by  presenting  job  opportunities?  Or  how 
would  you  direct  that  human  capital  if  you  had  the  ability  to  do 
so? 

Dr.  Steuerle.  Senator  Lautenberg,  there  are  a  whole  variety  of 
policies,  public  and  private,  that  for  40  or  50  years  we  have  built 
up  to  give  ourselves  more  and  more  years  in  retirement.  These  put 
us  on  a  trend  path  that  was  unsustainable.  What  is  really  forcing 
us  to  address  the  issue  very  quickly  now  is  that  these  baby 
boomers  start  retiring.  This  demographic  revolution  in  terms  has 
a  kind  of  double  whammy,  going  from  a  peak  to  a  trough,  if  you 
want,  in  terms  of  an  impact. 

I  think  basically  we  have  to  let  people  work  longer,  but  I  don't 
think  the  change  is  all  that  drastic.  It  means  something  like  saying 
that  at  an  early  retirement  age  we  will  give  you  an  average  num- 
ber of  retirement  years  of  17  or  18  years— just  slightly  less  gener- 
ous than  what  current  retirees  get.  This  step  stops  the  growth  in 
the  cost  of  the  system  that  derives  from  having  more  and  more 
years  in  retirement.  The  fixation  on  65  and  62  as  opposed  to  num- 
ber of  years  until  death  is  a  backwards  focus. 

So  one  thing  we  have  to  do  in  Social  Security,  I  think,  is  to  in- 
crease the  retirement  age,  and  I  would  go  further  than  any  of  the 
three  groups  on  the  council,  although  not  a  lot  further. 

Senator  Lautenberg.  I  am  living  proof. 

Dr.  Steuerle.  Once  we  do  that,  by  the  way,  I  have  to  say  there 
are  a  lot  of  other  issues  to  be  addressed.  I  think  the  Social  Security 
retirement  age  is  the  dam  that  is  stopping  us  and  society  from 
dealing  with  these  issues.  These  other  issues  are  very  fundamental. 


2  See  p.  139. 
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and  I  didn't  have  time  to  get  into  them.  We  have  a  lot  of  private 
sector  pohcies  that  do  the  same  thing,  that  encourage  early  retire- 
ment. I  think  our  seniority-based  systems  build  up  people  to  the 
point  where  their  pay  is  in  excess  of  their  productivity,  and  then 
firms  basically  either  retired  them  or  plants  move  from  one  part  of 
the  country  to  the  other  to  get  to  a  younger  workforce.  I  think  we 
have  provisions  in  the  law  that  purportedly  give  equal  compensa- 
tion to  older  workers,  but,  in  fact,  require  greater  compensation  to 
older  workers  because  their  pension  and  health  costs  are  higher, 
and  so  again  the  older  workers  are  retired  by  firms. 

I  could  go  on.  There  are  a  variety  of  changes  I  think  as  a  society 
we  have  to  address  to  move  off  this  trend  path  that  we  have  been 
on  for  50  to  60  years.  And  Social  Security  to  me,  the  retirement  age 
of  Social  Security  is  one  of  those  blockages.  Constantly  telling  peo- 
ple that  they  can  expect  more  and  more  years  in  retirement  is  not 
the  right  signal  to  be  sending  to  society. 

Senator  Lautenberg.  Well,  let  me  kind  of  crystallize  what  I 
think  is  a  principal  question  here.  The  privatization  proposals — 
and  thank  you.  Professor  Marmor,  for  joining  me  in  trying  to  find 
either  another  acronym  or  description  of  what  we  are  talking  about 
here,  the  private  investment  side — that  have  been  put  forward  all 
seem  to  involve  some  tax  increase  and  benefit  cuts. 

Isn't  it  true  that  simply  restraining  benefits  and  increasing  con- 
tributions without,  for  the  moment,  looking  to  the  private  invest- 
ment side,  would  work  to  repair  the  current  system  which  served 
so  well  for  60  years?  Would  any  one  of  you  like  to  comment? 

Professor  M.\RMOR.  Let  me  respond  this  way.  I  think  you  have 
just  stated  what  Tom  Jones'  point  is,  part  of  the  Advisory  Council 
believes  that,  with  relatively  manageable  adjustments  on  both  the 
benefit  side  and  the  revenue  side,  Social  Security  as  we  know  it 
can  be  maintained.  That  is  the  conviction. 

I  share  that  largely,  but  with  just  one  caveat,  which  goes  really 
to  Gene  Steuerle's  contribution.  That  is,  if  you  are  looMng  at  the 
Social  Security  Program  in  isolation.  But  if  you  ask  yourself  what 
will  make  the  coping  with  an  aging  society  more  manageable  in  the 
future,  not  how  to  keep  the  fund  in  balance,  you  then  have  to  take 
into  account  the  following:  One,  the  fact  that  as  we  draw  down  on 
Social  Security  reserves  in  the  treasury  bonds,  there  will  either 
have  to  be  increased  taxes  or  there  will  have  to  be  increased  bor- 
rowing. It  just  follows  that  this  is  a  requirement  of  that.  So  how 
could  that  be  made  easier?  Well,  the  only  way  that  could  be  made 
easier  is  if  our  national  economy  grows  so  does  the  share  fi'om 
worker  incomes.  Then  Social  Security  does  not  impose  a  greater  fix- 
ture burden. 

So  I  have  just  two  points,  and  it  seems  to  me  it  should  be  pos- 
sible to  keep  them  separate.  As  an  actuarial  matter  and  as  a  mat- 
ter of  program  integrity,  I  share  entirely  the  position  of  the  Main- 
tain Benefits  Program.  On  the  other  hand,  as  an  analyst  of  Amer- 
ican Government,  I  think  we  need  to  worry  about  national  savings. 
I  think  we  have  to  worry  about  productivity  because  we  want  to 
increase  the  size  of  the  pie  such  that  slightly  increased  takes  on 
that  pie  don't  leave  people  in  somewhat  worse  shape.  That  is  the 
intergenerational  part. 
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Those  two  things  get  conflated  all  the  time.  I  am  trying  to  keep 
them  separate.  And  an  additional  point  would  be  we  have  to  recog- 
nize that  the  threat  to  the  living  standards  of  future  workers,  if  the 
future  is  just  like  the  past  and  we  continue  to  spend  in  medical 
care  the  way  we  have  done,  that  is  a  much  more  significant  threat 
than  anything  we  are  talking  about. 

So  the  problem  is  manageable.  There  is  a  separate  problem  of 
economic  growth  and  productivity  and  the  size  of  the  pie,  and  there 
is  still  a  third  problem  of  trying  to  lasso  in  the  size  of  the  expendi- 
tures for  medical  care.  That  is  why  the  German  and  English  fig- 
ures were  not  disastrous,  frankly.  They  had  the  same  number  of 
elderly,  but  Germany  spent  8.5  percent  of  GNP  on  medical  care  in 
1980,  and  England  spent  7.1. 

Dr.  Gramlich.  Senator,  I  wonder  if  I  could  get  in  on  this  one, 
too?  Let  me  repeat  what  Fm  trying  to  do  in  my  plan.  I  bring  the 
central  system  into  balance  by  benefit  cuts.  I  do  not  think  they  are 
large.  I  think  they  are  affordable.  I  do  not  think  it  is  a  dire  matter. 
I  think  it  should  be  done,  and  that's  part  of  it. 

Senator  Lautenberg.  Is  it  means  tested? 

Dr.  Gramlich.  No,  no.  It  is  simply  changing  the  formula  over 
time.  It  is  not  means  testing.  It  is  by  and  large  using  many  of  the 
programs  suggested  by  the  Maintain  Benefits  Plan  but  you  do  have 
to  change  the  Social  Security  formula,  in  addition  to  shave  the 
growth  of  benefits  for  high- wage  workers.  It  is  not  means  testing. 
I  can  go  into  the  differences  there. 

But  one  component  is  to  bring  the  central  system  into  balance 
that  way  and  the  second  component  is  to  address  the  National  sav- 
ing issue  by  adding  small-scale  mandatory  savings  accounts  on  top 
of  Social  Security.  It  is  really  addressed  just  to  those  two  problems. 

I  think  it  is  the  answer  to  the  kinds  of  problems  that  you  are  dis- 
cussing here. 

Senator  Lautenberg.  Yes,  Dr.  Weaver,  go  ahead. 

Dr.  Weaver.  I  actually  wanted  to  make  a  somewhat  different 
point  which  is  that  all  three  of  our  groups  rejected  the  idea  that 
you  can  simply  scale  back  benefits,  raise  taxes  a  bit,  close  the  actu- 
arial deficit,  and  be  done  with  it. 

Had  we  agreed  that  that  was  all  there  was  to  the  problem,  there 
would  have  been  a  majority  vote  for  some  plan  at  least  a  year  or 
IV2  years  ago.  There  also  was  a  general  concern,  I  believe  it  was 
a  unanimous  concern,  about  the  declining  value  of  Social  Security 
for  younger  people.  Certainly  rates  of  return  and  money's  worth  is- 
sues are  hotly  debated,  but  the  basic  premise  that  Social  Security 
offers  less  return  on  the  dollar  than  it  did  20  or  30  years  ago  is 
fairly  non-controversial.  It  has  to  do  with  the  maturing  of  a  pay- 
as-you-go  system. 

So,  the  problem  with  traditional  reductions  in  benefits  and  in- 
creases in  taxes  is  that  they  go  straight  at  rates  of  return  for  young 
workers.  These  options  would  make  young  workers  worse  off  than 
they  otherwise  would  be. 

We  were  also  concerned  about  the  fact  that  the  financing  prob- 
lem, deteriorates  throughout  and  beyond  the  75-year  time  frame. 
I  have  heard  some  people  say  don't  look  beyond  2040  or  2050.  Con- 
gress has  historically  looked  at  the  75-year  time  frame  to  be  able 
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to  assure  young  people  entering  the  system  that  benefits  will  be 
there  for  them  as  well. 

The  problem  with  a  continuously  deteriorating  financing  problem 
is  that  if  you  do  what  Congress  did  in  1983  and  close  the  long- 
range  deficit  over  75  years,  a  few  years  later,  you  will  have  the 
same  problem  you  have  today.  Social  Security  will  have  slipped 
back  into  a  deficit  situation  again. 

Finally,  some  of  us  were  concerned  about  leaving  in  place  this 
very  large,  basically  pay-as-you-go  financed  system  which  is  gen- 
erally believed  to  depress  national  savings  through  its  huge  un- 
funded liability.  Two  of  the  plans  tried  to  address  that  issue  head 
on. 

Mr.  Jones.  If  I  could  maike  two  points.  Senator. 

First,  on  your  central  comment  that  modest  adjustments  in  bene- 
fits and  increases  in  revenues  can  balance  the  plan  the  answer  is, 
yes.  The  Maintain  Benefits  Plan  as  shown  on  Attachment  B  to  my 
comments  is  one  example  of  doing  that.  Also,  on  Attachment  A, 
which  is  those  items  that  have  a  majority  of  advisory  council  mem- 
bers supporting  them,  that's  another  example,  many  of  those  points 
being  comparable. 

But  I  want  to  emphasize  that  when  you  look  at  the  gap  that  At- 
tachment B  leaves  in  the  MB  Plan,  one  of  the  reasons  for  being 
cautious  here  with  going  too  far  is  that  we  may  well  have  the  Bu- 
reau of  Labor  Statistics  come  out  with  an  adjustment  with  regard 
to  the  calculation  of  the  CPI  that  would  eliminate  a  significant  por- 
tion of  this  remaining  gap  of  0.8  percent  of  payroll. 

So,  the  central  thrust  which  is  modest  adjustments  in  benefits 
and  revenues  can  restore  balance,  the  answer  is  yes. 

The  second  point  I  want  to  make  is  that  we  should  separate  the 
issue  of  Social  Security  reform  and  balancing  from  the  broader 
question  of  national  savings  and  economic  growth.  There  was  no 
credible  testimony  whatsoever  to  the  advisory  council  that  the  most 
efficient  or  optimal  way  to  improve  national  savings,  investment 
and  economic  growth  would  be  by  mandatory  increases  in  the  pay- 
roll tax  and  then  funnehng  those  monies  either  into  individual  in- 
vestment accounts  or,  for  that  matter,  into  a  trust  fund  investment 
under  the  overall  Social  Security  Program. 

There  are  many,  many  different  ways  to  address  that  question 
of  increasing  national  savings.  It's  not  at  all  clear  that  most  Amer- 
ican workers  would  be  better  off"  by  a  form  of  mandatory  savings 
that  was  restricted  to  retirement  purposes,  as  opposed  to  a  much 
broader  set  of  uses  such  as  funding  college  educations  or  other 
kinds  of  programs,  worker  training  type  programs  and  the  like.  We 
were  not  given  the  mandate  to  determine  how  should  the  country 
improve  its  savings  rate  and  economic  growth  rate.  That  was  be- 
yond our  mandate. 

And  I  think  that  those  who  are  putting  on  the  table  that  their 
plans  achieve  those  kinds  of  goals  are  doing  it  without  any  expert 
testimony  in  the  record  to  support  the  contentions  that  they  are 
making  and  I  think  many  reputable  economists  would  dispute  some 
of  the  claims  for  savings  and  growth  impacts  that  are  suggested  for 
the  LA  and  PSA  Plans. 

Senator  Smith.  Thank  you. 

Senator  Lautenberg.  That  is  the  longest  question  I  ever  asked. 
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Senator  Conrad.  Mr.  Chairman? 
Senator  Smith.  Yes? 

Senator  Conrad.  Might  I  just  inquire  about  the  order  here.  We 
have  gotten  off,  way  off  of  how  we  tj'^pically  operate  here  and  frank- 
ly, it  is  devastating  my  schedule.  I  have  got  the  finance  committee 
going  on  at  the  same  time  with  Charlene  Burshevsky  and  if  we  do 
not  observe  the  IV2  minutes  I  will  have  lost  my  opportunity  to  ask 
questions  here  completely. 

Senator  Smith.  I  would  like  to  yield  my  time  to  Senator  Conrad. 

Senator  Conrad.  I  would  appreciate  it  very  much. 

Senator  Smith.  Go  right  ahead. 

Senator  Conrad.  Thank  you. 

First  of  all,  I  want  to  thank  these  witnesses  and  a  thank  you  for 
the  extraordinary  efforts  that  you  have  made  to  grapple  with  these 
problems.  Obviously  there  are  a  range  of  opinions  here  and  that  is 
healthy  because  that  helps  us  triangulate  on  what  might  be  a  solu- 
tion that  could  work. 

Clearly,  there  has  been  some  excellent  thinking  done  here  on  the 
part  of  all  of  you.  So,  I  want  to  commend  this  panel  for  the  public 
service  you  have  rendered. 

I  also  wanted  to  correct  the  record  from  something  that  hap- 
pened yesterday.  I  had  made  the  point  during  my  questioning  time 
yesterday,  that  it  seems  to  me  the  raiding  of  the  Social  Security 
Trust  Fund  that  is  going  on  and  that  would  be  enshrined  in  the 
Constitution  under  the  Balanced  Budget  Amendment  proposal  is  a 
mistake  and  that  we  ought  not  to  let  that  continue. 

The  Chairman,  after  I  had  left,  indicated  that  nobody  during  our 
budget  deliberations  last  year  had  offered  a  budget  plan  that  did 
not  use  the  Social  Security  surplus.  That  is  just  wrong.  I  offered 
what  I  called  the  Fair  Share  Balanced  Budget  Plan.  It  specifically 
did  not  use  Social  Security  surpluses.  We  got  39  votes  in  the  Unit- 
ed States  Senate  for  that  plan.  So,  the  fact  is  that  plan  was  offered, 
it  was  voted  on  and  we  had  an  opportunity  to  deal  with  that  ques- 
tion. 

I  want  to  go  to  a  different  matter  with  respect  to  this  panel.  On 
the  Finance  Committee  we  have  just  had  the  testimony  from  a 
commission,  bipartisan  in  nature,  on  the  question  of  the  CPI, 
Consumer  Price  Index,  which  is  used  to  index  not  only  Social  Secu- 
rity but  used  to  index  other  benefit  programs.  It  is  also  used  to 
index  the  tax  system  in  this  country.  And  they  came  back  unani- 
mously and  told  the  Congress  that  the  Consumer  Price  Index  is 
over-adjusting  for  the  cost-of-hving  by  1.1  percent  a  year. 

The  effect  of  that  over  12  years  would  be  a  trillion  dollars  to  the 
Federal  Treasury,  $1  trillion.  That  is  real  money,  even  in  Federal 
terms.  If  that  imbalance  were  corrected,  that  is  if  that  overstate- 
ment that  this  commission  has  found — again  on  a  unanimous  basis, 
bipartisan  basis — if  that  over-correction  for  the  cost-of-living  were 
addressed,  two-thirds  of  the  long-term  imbalance  in  Social  Security 
would  be  taken  care  of 

I  am  interested  in  why  the  commission  did  not  deal  with  that 
issue  or,  if  they  did  deal  with  that  issue  what  determination  they 
made? 

Dr.  Gramlich.  Senator,  the  commission  did  dead  with  that  issue 
and  one  of  our  important  areas  of  agreement  was  that  we  would 
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like  to  leave  the  determination  of  the  inflation  adjustment  up  to 
the  Bureau  of  Labor  Statistics  to  keep  it  out  of  politics. 

We  think  putting  it  back  in  poHtics  would  be  a  very  significant 
mistake.  It  probably  would  cost  the  system  money  in  the  long  run 
as  it  did  before  1972,  when  the  adjustments  were  made  politically. 

So,  then  the  question  is  will  the  BLS  recognize  the  report  of  the 
Boskin  Commission?  First  off,  the  BLS  in  March  of  1996  already 
came  out  with  one  technical  change  in  their  procedures  that  would 
lower  the  inflation  rate  on  average  by  0.2  percent  a  year.  We  did, 
if  you  will,  score  that  in  our  long-run  actuarial  calculations.  Be- 
cause the  BLS  had  sanctified  it. 

And,  so,  then  the  question  is  what  of  the  new  kinds  of  changes 
the  Boskin  Commission  recommends,  will  the  BLS  sanctify?  It  is 
my  impression  that  the  BLS  is  not  at  all  in  agreement  on  the  1.1 
percent  bias.  At  most  they  would  give  you  one-third  of  that.  And 
if  you  want  then  to  keep  the  inflation  indexing  out  of  politics,  you 
would  have  to  then  use  the  BLS  adjustment  and  then  instead  of 
curing  two-thirds  of  

Senator  Conrad.  Could  I  just  stop  you  on  that  point? 

Dr.  Gramlich.  Yes. 

Senator  CoNRAD.  Why  do  we  have  to  use  the  BLS?  We  have  got 
another  Government  agency,  we  have  got  the  Commerce  Depart- 
ment that  calculates  the  deflator  every  year  and  that  is  more  than 
1  percent  less  than  what  the  BLS  comes  up  with? 

The  only  reason  the  BLS  and  the  CPI  are  used  is  because  we 
have  made  a  decision  that  is  a  political  decision  to  put  it  in  the 
statute,  that  that  is  the  way  you  adjust  all  of  these  things.  If  it  is 
a  mistake,  if  it  is,  in  fact,  not  correcting  for  the  cost-of-Hving  it 
would  seem  to  me  the  first  thing  you  do  is  correct  mistakes. 

Why  is  that  not  a  reasonable  conclusion? 

Dr.  Gramlich.  Well,  I  do  not  want  to  get  into  the  strength  of  the 
BLS  vis-a-vis  the  Department  of  Commerce  or  vis-a-vis  other  price 
indices.  I  think  it  is  possible  that  you  might  want  to  use  another 
formal  official  price  index  for  indexing  Social  Security.  But  I  think 
it  would  be  a  very  significant  mistake  to  put  this  up  to  politics. 

I  think  it  ought  to  be  left  with  the  official  agencies  of  the  Govern- 
ment in  charge  of  computing  the  cost-of-hving  index. 

Senator  Conrad.  But  is  it  not  true — let  me  just  stop  you  there, 
I  am  running  out  of  time.  The  fact  is  that  we  have  already  made 
a  political  decision.  The  political  decision  is  to  use  the  Consumer 
Price  Index  to  adjust  for  the  cost-of-living  when  the  Bureau  of 
Labor  Statistics,  itself,  tells  us  in  every  one  of  their  publications 
that  the  Consumer  Price  Index  is  not  a  cost-of-Hving  index.  And  we 
have  got  an  alternative  measure  

Dr.  Gramlich.  Which  is  what? 

Senator  Conrad. — from  the  Commerce  Department,  the  deflator 
that  says,  in  fact,  the  cost-of-Hving  increases  are  substantially  less 
than  what  the  Consimier  Price  Index  tells  us. 

Dr.  Gramlich.  If  you  went  to  the  consumption  price  deflator  in 
the  National  Income  Accounts  which  is,  I  think,  the  one  that  you 
are  talking  about,  I  don't  have  the  exact  calculations,  but  you 
woiild  stiU  leave  at  least  two-thirds  of  the  Social  Security  financial 
problem  there. 


42-195  97  -6 


158 


You  might  solve  a  third  of  it  that  way  but  you  wouldn't  solve 
more  than  a  third  of  it,  even  if  you  went  to  the  BEA  price  deflator. 
It  may  make  sense  to  do  that  and  I  think  that  might  be  something 
that  you  want  to  carefully  consider.  But  you  are  not  going  to  solve 
the  Social  Security  problem  that  way.  You  got  to  do  much  more 
than  that. 

Senator  CONRAD.  Well,  my  understanding  is  that  the  difference 
between  the  deflator  and  the  Consumer  Price  Index  is  more  than 
1  percent.  And  a  1  percent  

Dr.  Gramlich.  No,  no.  The  BLS,  the  CPI  is  not  consistently  high- 
er by  more  than  1  percent  from  the  consumption  deflator  in  the  De- 
partment of  Commerce. 

I  don't  know  the  exact  number  but  it  is  a  lot  less  than  1  percent. 

Senator  Conrad.  Well,  the  report  of  the  commission  was  that,  in 
fact,  the  deflator  supports  their  contention  that  there  is  a  1.1  per- 
cent over-statement.  That  was  their  clear  testimony. 

Dr.  Gramlich.  And  much  of  that  is  also  true  in  the  Department 
of  Commerce  consumption  deflator  for  things  like  adjustment 
for  

Senator  CONRAD.  I  don't  want  to  get  into  a  battle  between  this 
index  and  that  index  but  the  question  is  

Dr.  Gramlich.  Senator,  you  raised  the  issue,  and  you  asked  if  we 
had  discussed  it  and  we  discussed  it  many,  many  times.  And  I'm 
just  telling  you  what  we  discussed. 

Senator  Conrad.  Right.  I  just  want  to  say  to  you  it  seems  to  me 
if  we  have  clear  evidence  that  the  Consumer  Price  Index  over- 
states the  cost  of  living  that  we,  in  effect,  are  making  a  mistake. 
The  first  thing  we  ought  to  do  is  correct  the  mistake  that  is  being 
made.  That  just  seems  to  me  elementary. 

My  own  conviction  is  the  first  thing  you  ought  to  do  when  you 
confront  a  problem  is  if  you  have  got  an  obvious  mistake  that  is 
being  made,  you  correct  the  mistake.  I  appreciate  the  time. 

Chairman  DOMENICI.  Senator  Smith? 

Senator  Smith.  Thank  you,  Mr.  Chairman. 

Just  in  explanation  to  Senator  Conrad,  I  was  being  told  to  extend 
the  questioning  period  so  I  apologize  for  the  inconvenience  that  was 
on  your  schedule. 

I  yielded  my  time  to  Senator  Conrad  but  I  have  perhaps  room 
for  one  question.  That  is  when  Dr.  Greenspan  was  here  recently  he 
seemed  to  suggest  that  any  privatization  that  included  taking,  di- 
verting Social  Security  monies  into  the  private  stock  market  that, 
in  fact,  it  was  a  zero  sum  game.  And  any  increase  to  Social  Secu- 
rity would  result  in  a  loss  to  private  accounts. 

Is  that,  in  fact,  your  feeling?  , 

Dr.  Gramlich.  That  is  the  general  view  of  economists  if  there  is  ' 
no  new  saving.  If  there  is  no  new  saving,  as  there  isn't  essentially  ; 
in  the  Maintain  Benefits  Plan,  then  there  is  in  effect  no  new  saving  ' 
to  go  into  the  stock  market.  And  having  the  Government  or  the  ' 
OASDI  Trust  Fund  hold  equities  can  be  viewed  as  a  giant  assets  ^ 
switch  for  the  private  sector  where  the  Government  holds  more 
stock  and  the  private  sector  holds  more  bonds.  It  is  an  assets 
switch.  It  doesn't  make  the  country  any  better  off;  This  is  what  the 
Greenspan  testimony  and  speech  was  addressed  to  and  I  think  a  i 
lot  of  us  on  the  council  agree  wholeheartedly  with  what  he  said. 
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If,  on  the  other  hand,  there  is  new  saving,  then  the  new  saving 
can  go  into  the  stock  market  and  the  bond  market,  more  or  less  in 
the  proportions  of  old  saving  and  that  does  make  the  country  better 
off  in  the  next  century.  And  that  is  why  a  lot  of  us  on  the  council 
are  putting  new  saving  part  as  part  of  our  Social  Security  Plans. 

Senator  Smith.  Was  there  unanimity  on  the  amount  of  savings 
or  was  there  quite  a  bit  of  difference  on  that? 

Dr.  Gramlich.  Well,  there  is  a  different  amount  of  new  savings 
in  all  the  different  plans,  according  to  the  specification  of  the  plans. 
And  you  can  hear  the  different  answers  that  we  are  giving  here  on 
how  important  we  view  this.  The  PSA  people  and  the  people  sup- 
porting my  plan  view  it  as  very  important  to  have  new  saving.  The 
people  supporting  the  MB  Plan  view  it  as  very  non-essential.  I 
mean  you  heard  what  Tom  Jones  said. 

Senator  Smith.  Thank  you. 

Yes,  Professor? 

Professor  Marmor.  Could  I  just  add  this  point? 

Stipulating  tax  increases  and  saying  that  it  should  go  into  pri- 
vate accounts  is  not  a  form  of  new  savings,  net.  It  is  a  form  of  new 
earmarked  taxes  which  in  the  light  of  other  changes  in  the  econ- 
omy might  or  might  not  contribute  to  real  savings. 

So,  I  think  Gramlich's  last  point  ought  to  be  cautionary  in  its 
character  and  not  so  boldly  stated.  It  is  really  quite  striking  and 
it  is  really  the  reason  I  was  so  insistent  that  the  talk  about  privat- 
ization in  connection  with  the  stock  market  is  not  the  same  con- 
versation about  a  talk  about  savings,  investment  and  productivity 
increases. 

If  you  move  those  assets  from  the  Treasury  side  to  the  stock 
market  side  not  only  do  you  have  an  effect  on  the  stock  market, 
but  you  also  have  an  effect  on  interest  rates  because  you  have  got 
to  raise  those  bonds  otherwise. 

So,  I  think  the  extent  to  which  the  privatization  topic  comes  up 
it  seems  to  me  ought  to  be  in  this  connection.  We  have  not  used 
this  yet.  It  really  is  a  suggestion  of  a  choice  between  what  you 
might  call  stock  market  risk  and  political  risk.  That  is  on  the  one 
side  the  promises  of  the  Government  not  to  be  filled,  that  is  the 
political  risk.  And  on  the  other  one  is  an  individual  accounts,  stock 
market  risks  at  any  one  time  in  which  the  timing  of  your  retire- 
ment may  have  a  lot  to  do  with  your  retirement  income.  Those  are 
two  risks  that  one  or  the  other  has  to  be  taken.  You  can't  live  with- 
out it.  So,  that  seems  to  me  the  tension  between  these  plans. 

Senator  Smith.  Thank  you. 

Dr.  Steuerle.  I  would  like  to  confirm  one  aspect  of  what  Dr. 
Marmor  was  saying.  That  is  whether  you  are  doing  deficit  reduc- 
tion of  a  dollar  or  you  increase  private  saving  in  an  account  by  a 
dollar,  what  you  have  done  is  you  have  added  to  deposits  by  a  dol- 
lar. The  net  impact  on  net  saving  in  the  economy  is  a  lot  less  than 
a  dollar,  even  from  a  deficit  reduction  of  a  dollar,  as  much  as  I 
favor  deficit  reduction. 

What  that  means  is,  yes,  we  need  pro-saving  policy  but  we  have 
to  be  very  cautious  about  what  claims — and  we  economists  are 
among  the  worst  in  the  world — what  claims  we  make  about  what 
that  is  going  to  do  for  the  economy  and  how  much  we  can  control 
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economic  growth.  That  is  point  number  one.  An  increase  in  deposits  * 
of  a  dollar  does  not  mean  net  savings  in  the  economy  of  a  dollar,  j 
Point  number  two  and  I  think  this  is  what  Dr.  Greenspan  was  i 
also  referring  to,  is  that  two  of  the  plans  here,  including  the  Per- 
sonal Security  Account  Plan,  involve  huge  leveraging  of  Govern- 
ment. In  the  Personal  Security  Account  Plan,  it  is  a  little  harder  j 
to  understaaid  because  it  has  the  Government  borrow  $2  trillion  { 
and  then  private  investors  take  some  of  that  $2  trillion  and  they 
invest  it.  Supposedly  magically  we  have  created  this  additional  re-  j 
turn  to  Social  Security  because  we  borrowed  at  2  percent  rate  of 
return  and  we  have  some  money  getting  a  6  percent  stock  rate  of 
return. 

Also,  I  should  indicate  that  investing  Social  Security  surpluses  in  , 
the  stock  market  does  the  same  thing.  The  notion  of  the  Federal 
Government  becoming  Orange  County  writ  large  I  think  is  very,  '  ! 
very  dangerous.  I 

Senator  Smith.  Thank  you  very  much. 

Professor  Marmor.  I  chsassociate  myself  from  that  last  remark.  ' 

Chairman  DOMENici.  Somebody  had  interrupted  me  and  I  did 
not  hear  your  last  remark.  Would  you  make  it  again?  . 

Professor  Marmor.  The  Orange  County  remark.  n 

Chairman  DOMENici.  Oh,  well.  Professor,  I  just  wanted  your  re- 
mark. , 

Dr.  Steuerle.  I  had  just  indicated  that  trying  to  leverage  the  ^ 
Federal  Government  by  borrowing  at  interest  rates  and  investing  ^ 
in  the  stock  market  is  like  Orange  County  writ  large.  ^ 

Chairman  DOMENICI.  Got  you. 

Senator  Feingold?  | 

Senator  Feingold.  Thank  you,  Mr.  Chairman. 

In  terms  of  my  time  I  want  to  focus  in  particular  on  the  distinc- 
tion between  making  changes  to  Social  Security  to  extend  the  sys- 
tem's solvency  and  the  question  of  moving  toward  a  system  that  in-  jj 
volves  private  investment  features.  1 

I  do  think,  Mr.  Chairman,  based  on  just  listening  to  people  in  ^ 
Wisconsin  that  this  issue  has  reached  a  new  level.  I  go  to  high  ^ 
schools  and  hold  town  meetings  and  open  the  floor  to  all  the  kids  !  y, 
in  the  audience  and  a  lot  of  times  this  is  the  first  question — either  |  jj 
this  or  what  the  drinking  age  should  be.  [Laughter.]  ^ 

This  is  new.  It  shows  not  only  the  concern  of  older  people  in  our 
society  about  the  issue,  and  the  concerns  of  those  of  us  who  are 
baby  boomers,  but  those  who  are  younger  as  well,  young  adults  in 
our  society  are  very  aware  of  the  need  to  look  at  this.  And  I  am 
concerned  that  the  distinction  be  made  between  the  issue  of  sol-  »  \^ 
vency  and  the  issue  of  privatization  which  are  not  necessarily  the  pi 
same.  |  m 

So,  I  would  like  to  ask  Professor  Marmor  and  £dso  Mr.  Jones 
about  this  issue.  I  believe  you  made  a  comment  when  I  was  not  ti 
here,  professor,  of  the  need  to  make  the  distinction  of  long-term  sol-  o] 
vency  of  the  Social  Security  system  and  the  issue  of  privatization.  \  p 
I  do  not  think  that  distinction  can  be  over-emphasized.  And  I  am  ti 
concerned  that  many  people  believe  that  Social  Security  cannot  be  |  id 
made  solvent  unless  we  go  to  privatization,  that  that  is  somehow  ' 
inevitable.  Would  you  expand  on  that?  -  Ci 
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Professor  Marmor.  Well,  I  think  it  is  true  that  some  people  have 
that  fear  or  to  put  it  another  way,  some  people  believe  that  by  at- 
I   tributing  to  the  Social  Security  funds  rates  of  return  from  the  stock 
market  historically  that  will  solve  the  future  financing  problem. 

I  do  not  think  the  advisory  council  has  that  view  at  all.  And  I 
think  it  is  lamentable  that  anybody  expresses  it  without  being  criti- 
I  cized.  So,  I  don't  think  that  is  the  lesson  of  anything  said  here 
j  today.  The  reasons  that  people  are  pressing  for  privatization  today 
I  are  different  fi-om  the  notion  of  solvency.  You  can  solve  the  sol- 
j  vency  problem  in  many  different  ways.  They  distribute  the  burden 
differently  across  generations  and  classes. 

But  you  are  right,  frankly,  about  this.  And  it  is  really  the  sol- 
vency question,  the  very  use  of  the  term  solvency  bothers  me  some. 
That  is  what  this  program  represents  is  a  commitment  on  the  part 
jjl  of  Grovemment  to  act  on  an  earlier  claim  about  a  retirement  prom- 
!  ise.  It's  political  stability  and  it's  economic  reliability  hinges  en- 
I  tirely  on  the  willingness  of  future  Americans  to  use  their  tax 
'  money  to  pay  for  it. 

I  think  that  commitment  is  very  substantial  in  American  life  be- 
cause Social  Security  has  been,  in  my  judgment,  the  most  impor- 
Ij  tant  and  really  most  successful  program  we  have  generated  in  the 
^  20th  century. 

Now,  the  financial  accounting  for  it,  what  the  actuaries  spend 
,j  their  Uves  doing,  is  like  taking  a  temperature.  That  is  what  is  the 
i  expected  temperature  at  various  points  in  the  future  under  a  series 
\  of  assumptions?  It  does  not  create  the  problem  and  it  does  not  cre- 
ate the  solution.  It  measures  under  various  assumptions  what  the 
futures  might  be. 

And  I  think  to  talk  about  the  trust  fund  running  out  of  money 
is  to  engage  in  metaphorical  extension  the  probability  that  the 
I    American  Government  at  any  one  time  will  fail  to  deliver  on  what 
Ij!  is  in  law  at  that  time  seems  to  me  vanishing  close  to  zero.  Having 
said  that  it  does  make  a  difference  what  happens  to  the  economic 
growth  of  the  country  and  what  about  the  capacity  to  pay.  That  is 
the  distinction  between  the  real  economy  and  what  I  call  the  finan- 
cial economy  of  Social  Security.  So,  that  is  the  language  I  like  to 
[I  use.  The  financial  accounting  for  Social  Security  and  the  afford- 
i  ability  in  the  light  of  the  real  economy.  That  is  the  way  I  would 
answer. 

Senator  Feingold.  Thank  you. 
Mr.  Jones? 

Mr.  Jones.  Yes,  Senator. 

In  my  opening  remarks  I  pointed  out  that  the  solvency  issue  can 
ji  be  addressed  by  the  recommendations  that  received  majority  ap- 
■]  proval  from  the  advisory  council  and  which  are  listed  on  Attacfi- 
f   ment  A  to  my  written  testimony.  And  they  solve  approximately 

two-thirds  of  the  problem.  Or,  alternatively,  with  some  differences 
I  the  Maintain  Benefits  Plan  core  recommendations,  which  are  listed 
I  on  Attachment  B  of  my  written  testimony  also  solve  a  significant 
Ij  proportion  of  the  solvency  problem  and  would  push  the  date  of 
|j   trust  fund  insolvency  back  approximately  two  decades  to  approxi- 

mately2050. 

Doing  that  has  great  merit.  That  is  legislating  these  agreed  mod- 
est adjustments  has  great  merit  because  it  allows  us  to  debate 
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calmly  and  carefully  the  much  more  significEint  social  values 
choices  that  are  associated  with  the  second  question  which  is, 
should  we  privatize? 

Senator  Feingold.  So,  all  of  the  items  you  just  identified  do  not 
involve  privatization? 

Mr.  Jones.  They  do  not  involve  privatization  at  all.  They  are  the 
traditional  types  of  changes  such  as  including  State  and  local  gov- 
ernment workers  who  are  not  now  covered,  changing  how  we  com- 
pute the  average  indexed  wage,  taxing  Social  Security  benefits  paid 
out  to  the  full  extent  that  they  exceed  what  the  worker  has  paid 
in,  implementing  the  downward  adjustment  in  the  CPI  that  has  al- 
ready been  announced  and  approved  by  the  Bureau  of  Labor  Statis- 
tics, gind  then  the  fifth  item  which  is  speeding  up  the  movement 
to  age  67  for  the  normal  retirement  age  and  then  a  majority  would 
say  we  should  then  index  those  age  increases  to  longevity.  That 
particular  point  I  happen  to  disagree  with  as  do  others  who  sup- 
port the  Maintain  Benefits  Plan.  Because  we  are  fearful  that  it  is 
not  yet  clear  how  the  country  will  adjust  to  that  age  67  change,  al- 
ready in  the  law,  with  regard  to  blue  collar  workers  in  particular. 

We  would  like  to  see  that  impact  and  whether  jobs  are  available 
for  older  blue  collar  workers  before  we  legislate  further  changes  in 
the  normal  retirement  age.  It  is  not  at  all  clear  that  the  person 
who  works  at  a  manual  labor  job  would  have  the  same  choices  that 
you  and  I  might  have  to  work  meaningfully  past  age  67. 

Senator  Feingold.  Thank  you. 

My  time  is  running  out.  I  want  to  get  one  more  question  in.  But 
I  do  appreciate  that  answer  very  much. 

I  would  like  to  ask  Dr.  Weaver  a  question.  It  was  sort  of  alluded 
to  a  few  minutes  ago.  The  personal  security  account  option  pro- 
posed by  some  of  the  council  moves  toward  a  system  of  individual 
accounts.  To  finance  the  transition  the  proposal  calls  for  a  payroll 
tax  increase  of  1.52  percent  and  it  also  calls  for  $1.9  trillion  in  in- 
creased deficit  spending. 

Even  without  a  constitutional  requirement  that  we  balance  the 
budget,  there  are  an  awful  lot  of  us  who  would  have  grave  concerns 
about  adding  nearly  $2  trillion  to  the  deficit.  I  don't  know  of  any- 
one on  the  Budget  Committee  who  would  support  adding  $2  trillion 
to  the  deficit.  In  light  of  that,  what  alternative  source  of  spending 
cuts  or  tax  increases  would  you  propose  to  make  up  this  $2  trillion 
difference  that  is  the  foundation  of  the  notion  of  the  privatization? 

Dr.  Weaver.  I  do  not  think  it  is  necessary  to  propose  an  alter- 
native. This  is  the  plan  that  was  developed  and  supported  by  five 
of  us.  One  thing  that  just  can't  be  stressed  enough,  however,  is  that 
Social  Security  implies  a  huge  unfunded  off-the-books  liability.  This 
liability  is  not  recognized  in  official  budget  accounts.  It  is  a  serious 
problem  with  the  way  the  Federal  budget  is  compiled  that  public 
pension  programs,  and  the  implicit  liabilities  they  embody,  are  ig- 
nored. 

As  indicated  in  the  table  I  handed  out,  under  the  Social  Security 
actuaries'  projections,  one  measure  of  the  unfunded  liability  today 
is  about  $9  trillion.  That  was  up  $800  billion  in  1  year.  Had  you 
all  managed  to  balance  the  budget  or  were  you  to  do  so  in  the  next 
few  years,  we  would  still  have  this  hugh  unfunded  liability  causing 
growing  off-the-books  deficits. 
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i  So,  I  think  when  you  talk  about  issuing  debt  to  help  pay  benefits 
in  the  transition  you  have  to  be  thinking  in  terms  of  taking  a  part 
of  what  is  an  implicit  debt  under  Social  Security  and  making  it  ex- 
plicit. 

!      Having  said  that,  I  don't  think  there  was  much  discussion  within 
our  group  of  changing  the  mix  of  taxation  and  borrowing.  However, 
the  group  would  have  preferred  to  combine  spending  cuts  with  any 
tax  increase,  but  didn't  feel  that  we  had  the  time,  the  resources, 
jl  or  the  mandate  to  itemize  budget  cuts  that  might  help  fund  the 
1 1  transition. 

Senator  Feingold.  Thank  you. 
Thank  you,  Mr.  Chairman. 
Chairman  DOMENICI.  Senator  Gorton? 

Senator  Gorton.  In  response  to  Senator  Feingold,  you  know,  Mr. 
Jones  answered  briefly  the  question  that  I  would  like  laid  out  to 
me  as  late-comer,  with  perhaps  a  little  more  detail. 

Would  you  outline  to  me  one  more  time  those  areas  of  total 
agreement  on  the  part  of  the  group  with  respect  to  Social  Security 
and  the  relative  values  in  preserving  the  solvency  of  the  trust 
funds  that  each  of  them  has.  What  could  we  do,  as  Congress,  that 
would  meet  with  the  approval  of  all  of  you  and,  if  we  did  that  in 
Congress,  what  would  the  impact  be  on  the  system? 

Mr.  Jones.  If  you  would  look  at  Attachment  A  of  my  written  re- 
marks you  would  see  that  there  was  a  majority  approval  not 
I  total — this  is  not  consensus,  this  is  not  unanimous — but  the  major- 
i  ity  approval  of  items  one  through  five  and  the  payroll  tax  savings 
'  of  each  of  those  items  is  indicated  and  in  total  they  comprise  ap- 
proximately  1.6  percent  of  the  2.2  percent  deficit.  So,  they  solve 
over  two- thirds  of  the  problem. 

Senator  Gorton.  But  now  this  is  

Mr.  Jones.  In  response  to  Senator  Feingold,  I  was  pointing  out 
that  that  last  point,  item  five,  which  is  with  regard  to  the  retire- 
ment age  acceleration  was,  while  it  still  had  majority  approval — 
seven  out  of  thirteen — the  six  people  including  me  that  support  the 
Maintain  Benefits  Plan  said,  no,  we  want  to  go  slow  on  further  in- 
creases in  the  retirement  age  beyond  what  is  already  in  the  law, 
which  is  a  change  to  age  67,  because  it  is  not  clear  that  the  jobs 
will  be  there  for  blue  collar  workers  and,  so,  we  had  a  substitution 
for  that. 

Senator  Gorton.  So,  one  through  four  take  care  of  about  half  of 
the  problem,  as  you  have  defined  it? 

Mr.  Jones.  Yes,  they  do.  They  would  take  care  of  1.1  percent 
which  is  almost  exactly  half  of  the  2.2  deficit. 

Senator  GrORTON.  And  were  they  also  simply  majority  points  of 
view  and  not  unanimous? 
i      Mr.  Jones.  The  votes  would  shift  fi^om  item  to  item  but  I  would 
j   call  all  of  those  strong  majority.  Strong  majority  meaning  eight, 
nine,  ten  out  of  the  thirteen. 

Senator  Gorton.  And  number  five  was  a  bare  majority  and  

Mr.  Jones.  Number  five  was  a  bare  majority.  Though  as  you  rec- 
,  ognized,  there  is  a  lot  of  very  knowledgeable  testimony  including 
I  that  of  Dr.  Steuerle,  who  would  say  that  that  was  one  of  the 
!    changes  that  should  be  made. 
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Reasonable  people  can  disagree  on  that  one.  We  just  want  to 
study  it  a  little  bit  more  to  see  if  the  jobs  are  there  and  if  they  are 
there,  for  blue  collar  workers,  it  is  probably  a  reasonable  change 
to  make. 

Senator  Gorton.  The  only  proposal  then  that  dealt  with  an  in- 
crease in  the  maximum  benefit  age  above  age  67  was  one  that  tied 
it  to  average  life  expectancy,  that  there  was  no  significant  view  on 
the  council  that  there  should  be  an  arbitrary  increase  to  say,  68, 
69,  you  know,  or  so? 

Dr.  Weaver.  Both  of  our  plans,  the  Individual  Accounts  and  the 
Personal  Security  Accounts  Plan,  speed  up  the  transition  from  age 
65  to  67  and  then,  as  you  say,  link  the  retirement  age  to  increases 
in  longevity  thereafter.  That  creates  a  very  gradual  increase  in  the 
retirement  age  over  the  balance  of  the  century. 

One  plan  specifies  a  set  of  ages  in  the  law  beyond  67 — to  68,  69 
and  70— and  the  other  leaves  those  ages  unspecified.  The  idea, 
however,  was  to  have  some  mechanism  that  would  adjust  costs  to 
reflect  the  demographic  changes  that  were  taking  place. 

Senator  Gorton.  Just  before  I  arrived,  I  understand  that  Sen- 
ator Conrad  spoke  rather  sharply  on  your  views  on  CPI,  and  I  am 
sorry  I  did  not  hear  that  answer.  But  I  understand  that  roughly 
speaking,  while  you  feel  that  CPI  increases  or  changes,  rather,  for- 
mula changes,  ought  to  be  left  to  the  Bureau  of  Labor  Statistics, 
that  we  are  going  to  hear  in  the  immediate  future  fi'om  the  Bureau 
of  Labor  Statistics  that  the  kind  of  changes  that  were  rec- 
ommended by  the  other  commission  can  only  be  accomplished  legis- 
latively. Could  I  have  the  comments  of  any  of  you  on  that  subject? 
Aren't  we  getting  one  of  you  saying,  "Let's  do  it  this  way,"  and  the 
group  to  which  you  are  pointing  saying,  "No,  we  cannot  do  it.  You 
will  have  to  do  it  yourself?" 

Dr.  Gramlich.  Well,  you  might  want  to  go  down  the  row  here. 
But  I  think  certainly  a  strong  majority  of  the  council  figured  that 
inflation  indexation  should  be  left,  let  me  say,  to  the  formal  agen- 
cies of  the  Government,  not  be  done  by  political  fiat.  We  did  not 
actually  get  into  or  take  a  position  on  the  question  of  whether  that 
ought  to  be  the  BLS  or  the  BEA  or  anybody  else  who  wants  to  do 
a  price  index,  but  we  do  think  it  ought  to  be  left  to  the  formal 
agencies  of  the  Government. 

And  we  also  think,  based  on  asking  people,  that  if  that  were 
done,  there  may  be  a  little  bit  more  good  news  in  these  forecasts 
on  the  inflation  side,  but  certainly  not  enough  to  change  the  prob- 
lem that  we  are  looking  at  in  a  very  fundamental  way. 

Senator  GORTON.  Does  anyone  else  wish  to  comment? 

Professor  Marmor.  I  had  really  just  two  quick  comments  about 
that.  First,  I  think  that  the  use  of  the  term  "official  agencies  of 
Government"  is  not  very  clear  on  the  surface.  The  CBO  is  an  offi- 
cial agency  of  Government,  so  is  the  Congress  of  the  United  States. 
I  think  what  is  really  going  on  here,  which  should  be  clarified,  is 
an  issue  of  public  administration  and  theories  about  that;  the  view 
that  elected  officials  and  congressional  deliberation  ought  not  to 
settle  this  matter,  but  it  ought  to  be  settled  in  some  way  in  which 
the  expertise  is  widely  accepted  as  legitimate. 

Now,  the  problem  is  I  do  not  care  if  you  get  to  the  BLS  or  you 
go  to  the  Commerce  Department  or  go  to  any  other  agency,  there 


165 


is  just  disagreement  about  this  matter.  And  so  I  think  as  a  prudent 
issue  of  pubUc  administration,  I  agree  with  the  council.  The  search 
has  got  to  be  not  simply  to  calculate  how  much  the  savings  would 
be  if  we  changed  it  one  way  or  another,  but  to  find  some  kind  of 
j  body  that  can  command  very  widespread  respect  and  legitimacy  at 
i  trying  to  fix  what  is  in  one  sense  a  mistake,  but  in  another  sense 
I  a  matter  of  professionad  dispute  about  how  you  calculate  it. 

It  seems  to  me  if  that  were  done,  adjustments  that  would  affect 
one-quarter  or  one-third  of  the  actuarial  imbalance  would  be  a  very 
significant  contribution. 
Senator  Gorton.  Do  you  know  of  any  such  widely  accepted  body? 
Professor  Marmor.  Well,  you  know  what  I  would  do?  I  mean, 
I  this  is  off  the  top  of  my  head,  so  please  take  it  with  the  modesty 
j  that  it  deserves  but  is  not  going  to  be  said.  Off  the  top  of  my  head, 
I  would  probably  ask  some  ex-nobel  laureates  to  deal  with  this 
H  question,  with  a  staff.  And  actually,  I  would  think  about  making 
j  them  people  who  had  experience  with  doing  this  outside  the  United 
^  States. 

I  literally  would  seek  the  advice  of  some  major  economic  figures 
who  have  wrestled  with  this  question  and  are  not  tied  up  with  the 
j   consequences  in  the  United  States  in  the  short  run.  That  is  my  ofi*- 
!   of-the-top-of-the-head  suggestion  as  a  way  of  avoiding  the  argu- 
,   ments  about  partisanship  that  you  will  get  no  matter  what  agency 
of  the  American  Government  you  use.  Maybe  the  process  of  selec- 
tion of  the  parties  fi-om  different  units  of  Government  would  do  it. 
I  do  not  know.  It  is  an  interesting  question. 

But  I  would  underline  the  legitimacy  question  of  the  expertise  as 
the  relevant  matter  and  some  legitimacy  that  is  going  to  have  to 
,    deal  with  the  inevitable  and  enduring  some  disagreement  tech- 
jl  nically. 

Dr.  Steuerle.  This  may  sound  like  a  technical  point,  but  there 
I    are  two  indices  in  Social  Security;  one  is  the  CPI  index,  a  cost-of- 

living  index  that  adjusts  benefits  after  you  retire,  given  your  initial 
I  level  of  benefit.  If  you  push  too  hard  on  the  CPI,  the  main  people 

you  affect  are  not  younger  retirees,  they  are  not  new  retirees.  They 
A  are  the  oldest  retirees  who  are  also,  it  turns  out,  the  poorest  of  the 
J  retirees,  partly  because  they  have  had  a  lower  wage  history  than 

everyone  else.  And  so  it  gets  a  little  bit  dangerous  in  pushing  too 
I  hard  on  the  CPI,  other  than  trying  to  let  a  fix  be  made  with  respect 
y  to  getting  the  right  CPI. 

The  other  thing  that  I  think  focus  on  the  CPI  does,  and  this  is 
!'  my  more  important  point,  is  to  take  focus  off  of  the  wage  index, 

which  is  where  the  real  growth  in  the  system  is  coming,  because 

that  wage  index  is  setting  the  initial  level  of  benefits.  So  if  you 

push  hard  on  the  CPI,  the  price  index  versus  the  wage  index,  you 
\\  nit  the  old  retirees.  If  you  hit  harder  on  the  wage  index,  you  have 
I  a  way  of  protecting  the  older  retirees  and  taking  a  little  away  from 
I  the  younger  retirees  who  actually  are  much  better  off  and  can  af- 
I  ford  it  much  more.  So  I  think  it  is  important,  at  least  if  you  start 
i'   looking  at  these  indices,  that  you  remember  that  there  are  two  of 

them  that  you  want  to  deal  with. 
Senator  Gorton.  Dr.  Weaver? 

Dr.  Weaver.  May  I  return  to  your  previous  question  

Senator  Gorton.  Sure. 
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Dr.  Weaver  [continuing].  Because  I  think  the  discussion  here 
might  be  misleading.  There  has  been  a  lot  of  discussion  today 
about  the  possibility  of  Congress  moving  quickly  to  enact  some 
kind  of  consensus,  partial  package,  I,  at  least,  would  like  to  express 
my  strong  opposition  to  that.  And  you  should  be  aware  that  the 
council  never  voted  on  a  partial  solution  to  the  long-range  problem. 

When  these  particular  items — what  I  would  call,  possibly,  shin- 
kickers — were  decided  on,  it  was  in  the  context  of  trying  to  create 
a  set  of  proposals  large  enough  to  close  the  long-range  gap.  I  think 
I  can  speak  for  at  least  the  five  of  us  who  support  the  Personal  Se- 
curity Accounts  Plan  when  I  say  that  we  would  oppose  a  partial  so- 
lution. It  would  not  build  confidence.  It  would  not  get  at  the  es- 
sence of  the  problem,  the  sustainability  of  the  system. 

I  would  also  like  to  stress  how  urgent  the  timing  is.  You  cannot 
buy  yourself  a  lot  of  time.  Just  7  years  after  Bill  Clinton  finishes 
his  second  term  of  office,  he  and  several  million  other  people  will 
become  eligible  for  Social  Security  benefits.  The  time  frame  here  is 
collapsing  very  rapidly.  Unlinking  these  proposals  and  moving 
something  through  Congress  to  buy  time  when  there  is  not  really 
any  time  to  be  bought  would  be  a  big  mistake. 

Senator  GoRTON.  Well,  I  thank  you  for  that  view.  It  probably 
shows  the  great  gulf  between  an  appointed  commission  and  people 
in  our  office  who  have  to  do  what  we  can  when  we  can  do  it. 

Chairman  DoMENici.  Absolutely  right. 

Senator  Gorton.  Thank  you,  Mr.  Chairman. 

Chairman  Domenici.  Senator  Grams?  Thank  you.  Senator  Gor- 
ton. Thank  you  for  your  patience,  too. 

Senator  Grams.  Thank  you  very  much,  Mr.  Chairman.  I  want  to 
welcome  our  distinguished  witnesses  and,  of  course,  I  also  want  to 
thank  all  the  members  of  the  advisory  council  for  their  efforts  in 
trying  to  find  better  solutions  to  finance  Social  Security.  In  my 
view.  Social  Security  reform  proposals  should  provide  a  better  re- 
tirement safety  net  for  all  American  people.  It  should  also  not  af- 
fect current  and  future  Social  Security  recipients.  It  should  not  in- 
crease taxes,  nor  the  National  debt.  And  it  should  give  people 
choices  and  allow  compound  interest  to  work.  And  it  shovild  in- 
crease national  savings  and  stimulate  economic  growth. 

Now,  I  think  we  all  agree  on  something  like  that.  And  it  is  not 
easy  and  it  is  not  simple,  I  know,  to  meet  all  these  requirements. 
But  I  will  go  back  to  what  Senator  Feingold  mentioned.  When  he 
is  talking  to  a  lot  of  young  people — and  when  I  have  talked  to  high 
school  classes,  college  students  and  really  young  people  just  enter- 
ing the  work  force — surprisingly,  one  of  the  first  questions  they 
bring  up  today  is  Social  Security,  not  taxes,  not  many  other  things, 
but  Social  Security. 

And  I  believe  the  majority  of  Americans  really  do  not  have  an 
idea  of  how  the  Social  Security  System  works.  Some  have  no  con- 
fidence in  the  system,  especially  the  young  people,  and  others  be- 
lieve that  Grovemment  is  always  going  to  be  there  to  bail  them  out 
no  matter  what  happens  to  the  system.  Now,  it  seems  essential 
that  individuals  be  informed  about  the  retirement  benefits  under 
Social  Security.  And  hopefully  that  would  help  to  encourage  more 
personal  savings  to  supplement  Social  Security  which,  as  we  know, 
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was  never  meant  to  be  an  individual's  only  source  of  retirement  in- 
come. 

Back  in  1988,  Congress  passed  legislation  to  require  the  manda- 
tory provision  of  information  on  Social  Security  benefits.  The  Gen- 
1  eral  Accounting  Office  recently  reported  that  the  personal  earnings 
I  and  benefits  estimate  statements  initiative  is  an  important  step  to- 
I  ward  better  informing  the  public.  And  I  hope  to  introduce  legisla- 
tion to  provide  statements  that  will  simplify  and  ^so  to  help  en- 
sure accurate  information  on  Social  Security  to  the  general  public. 

So  my  question  to  you  would  be,  and  maybe,  Dr.  Gramlich,  you 
could  start,  but  do  you  see  the  necessity  to  better  inform  the  public 
about  our  Social  Security  benefits  and  their  personal  benefits  that 
j  they  can  expect  to  receive.  And,  if  so,  what  would  be  the  best  way 
'   to  communicate  this  information  to  the  public? 
j      Dr.  Gramlich.  Well,  I  certainly  agree,  and  I  think  most  of  us  do, 
f  that  people  ought  to  be  informed  about  their  Social  Security  bene- 
fits, and  so  we  are  all  supporting  this  initiative  that  makes  this  in- 
i  formation  available.  As  of  now,  you  can  write  away  and  get  your 
I  statement.  We  have  all  done  that  on  the  council,  and  I  think  many 
'   people  are  getting  mailed  the  statement. 

But  I  would  say  one  thing  about  this.  There  is  an  alligator  in  this 
swamp,  if  you  will,  and  that  is  that  these  statements  have  to  come 
i  from  something  I  will  call  present  law,  and  present  law  has  to  be 
financeable.  And,  so,  that  is  another  reason,  if  you  will,  for  getting 
;  going  on  whatever  we  are  going  to  do  to  the  benefits  schedule  right 
I  away,  because  you  do  not  want  to  send  out  these  PEBS — PEBS  is 
the  acronym.  Personal  Earnings  and  Benefits  Statement.  You  do 

I  not  want  to  send  them  out  and  then  have  Congress  come  along  and 
!   have  to  change  the  law  in  this  way  and  that  way,  and  all  of  a  sud- 
den, the  PEBS  statement  that  people  get  the  next  year  has  a  dif- 

'  ferent  amount  from  what  they  got  last  year.  That  would  cause  a 
j   credibility  problem,  the  likes  of  which  you  have  not  seen. 
'      So  while  it  is  certainly  right  to  get  the  information  out  there,  you 
'  have  to  get  the  system  in  shape,  too.  And  that  is  very  important 
reason  for  acting  early,  to  get  the  system  in  shape. 
Senator  Grams.  Would  anybody  else  like  to  comment? 
Dr.  Steuerle.  Senator,  I  would  really  like  to  reenforce  what  Ned 
Gramlich  has  said.  Even  if  you  got  the  system  in  some  shape  you 

I I  thought  was  balanced  today,  there  is  still  this  aspect  of  Social  Se- 
ll curity,  health  care,  and  other  entitlement  parts  of  the  law:  we  build 

in  automatic  growth,  even  if  it  was  an  automatic  growth  we 
j  thought  was  sustainable. 

!      Once  you  build  that  growth  in,  there  is  this  question,  you  know. 
Do  we  really  want  to  lock  in  future  voters  and  future  Congresses 
to  say  that  law  is  so  permanent,  those  promises  have  to  be  kept 
no  matter  what,  whether  we  have  nuclear  blackmail  or  more  crime 
11   in  the  streets  or  child  poverty  increases,  that  those  needs  cannot 
I   take  a  higher  priority.  And  so  there  is  a  real  danger  in  putting  out 
I   too  many  promises  for  the  future,  even  if  there  is  only  a  contingent 
1   chance  we  might  not  meet  them. 

1  I  also  give  a  lot  of  talks  to  young  people,  and  my  sense  is  that 
I  part  of  what  is  going  on  with  their  disenchantment  with  Govem- 
I  ment  is  very  indirect.  It  is  that  these  programs,  with  all  this  built- 
I   in  growth,  essentially  eat  up  all  new  revenues.  Government  has 
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more  revenues  every  year.  In  the  next  30  years,  or  so,  it  is  going 
to  double  its  revenues.  All  of  that,  under  current  law,  is  pre-spent. 
It  is  all  automatically  pre-spent. 

What  this  takes  away  from  current  voters  and,  I  would  also  say, 
current  Members  of  Congress,  is  the  power  of  decision  making,  the 
sense  that  they  own  the  Grovemment  and  are  deciding  how  to 
spend  these  increased  revenues.  So  I  am  very  reluctant  to  put  out, 
in  detailed  writing,  sets  of  promises  that  we  may  not  be  able  to 
keep  or  that,  if  we  do  keep,  would  prevent  us  from  allocating  our 
resources  to  what  could  become  much  more  pressing  needs  of  our 
society. 

Senator  Grams,  Would  not  you  say,  though,  that  the  public  right 
now  assumes  that  those  are  promises  that  are  going  to  be  kept,  no 
matter  what  the  figures  are?  I  mean,  they  all  assume  that  they 
have  got  an  account  with  their  name  on  it  somewhere  that  is 
money  accumulating  to  their  benefit,  and  there  is  not. 

Dr.  Steuerle.  Well,  I  think  what  is  happening  is  that  current 
old  people  who  retire  today  really  expect  those  promises  to  be  kept 
because  they  are  living  off  of  them.  In  fact,  what  you  just  said 
about  young  people  is  that  their  expectations  are  just  the  opposite. 
They  are  so  confused,  they  think  maybe  none  of  the  promises  are 
going  to  be  kept.  And  that  is  an  exaggerated  view  on  the  other  end. 

Professor  Marmor.  Could  I  just  say  that  informing  Americans 
about  Social  Security  does  not  consist  primarily  of  making  esti- 
mates of  what  their  benefits  are  going  to  be  at  a  particular  age. 
The  problem  of  education  you  are  talking  about  is  a  much  wider 
one.  People  actually  do  not  understand  how  Social  Security  oper- 
ates, and  that  is  an  important  thing  to  do. 

In  the  course  of  conveying  information,  I  agree  with  Gene's  point 
here  and  maybe  Ned's,  too,  that  you  ought  to  have  to  be  careftil  in 
two  ways.  Making  point  estimates  of  what  something  is  going  to  be 
in  the  future  is  very  dangerous.  The  law  actually  is — Social  Secu- 
rity is  one  of  those  programs  that  can  be  changed.  Legally,  it  is  a 
gift.  It  is  not  a  contractual  promise. 

But  we  want  it  to  be  socially  and  politically  supported,  so  esti- 
mates of  the  kind  of  pre-retirement  planning  and  the  kind  of  re- 
placement rate  may  be  things  that  you  want  to  say  as  estimates, 
but  you  want  to  watch  out  for.  TIAA-CREF  has  the  same  problem. 
All  of  us,  I  suspect,  are  on  this.  The  picture  of  the  future  has  to 
have  with  it  that  this  takes  into  account,  must  take  into  account, 
uncertainty  about  what  the  state  of  these  investments  will  be. 

So  a  kind  of  even-handedness  on  the  one  side,  information  about 
the  principles  of  Social  Security  and  information  about  the  sort  of 
purposes  and  sort  of  aspirations  with  realistic  statements  of  what 
people  have  been  able  to  do  in  the  past  is  a  much  more  crucial  form 
of  information  than  point  estimates,  because  they  are  likely  to  be 
wrong. 

Senator  GRAMS.  But  would  not  that  help  the  public  to  really  un- 
derstand the  system  more,  and  also  the  changes  that  are  being  pro- 
posed. I  mean  

Professor  Marmor.  Yes,  I  think  it  

Senator  Grams  [continuing].  Would  learn  about  it. 

Professor  Marmor.  Here.  Let  me  give  you  one  other  example.  I 
think  most  Americans  have  no  idea  what  the  presumptions  were 
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I  about  life  expectancy  when  Social  Security  was  begun  and  what 
I  they  are  now.  Any  ordinary  American  in  any  restaurant  or  bar  can 
j  figure  out  that  when  you  have  aged  considerably  in  terms  of  lon- 
gevity, some  adjustment  is  required.  You  cannot  have  exactly  the 
i  same  legal  benefit,  change  in  longevity,  and  think  it  would  be  fund- 
ed the  same  way.  That  is  the  kind  of  conversation  that  I  would 
j  want  to  encourage. 

j  And  going  back  to  a  point,  if  I  can,  that  Gene  made  earlier  about 
I  increasing  the  retirement  age,  even  there  the  language  is  mislead- 

I  ing.  We  are  increasing  the  age  at  which  full  benefits  are  paid.  We 
are  not  actually  changing  the  retirement  age.  The  retirement  age 
has  been  falling.  There  is  a  gap  between  the  age  at  which  people 
actually  retire  and  the  age  at  which  Social  Security  marks  their  re- 

■  tirement. 

II  That  constitutes  an  issue  and  it  raises  these  blue  collar/white  col- 
lar  tensions,  for  example.  And  one  of  the  areas  that  I  would  think 

j  very  important  is  to  think  through  how  we  relate  benefits  to  the 
j  number  of  years  people  work,  rather  than  simply  the  last  part  of 
their  experience,  because  blue  collar  workers  who  come  into  the 
work  force  at  18  are  very  different  than  white  collar  folks  like  me 
who  began  at  28,  rather  than  18. 

So  there  is  a  whole  slew.  My  God,  we  could  keep  the  Social  Secu- 
rity Board  busy  for  a  long  time  engaged  in  this  education.  And,  by 
God,  I  hope  it  would  not  be  just  like  TIAA-CREF,  which  is  very 
i  responsible,  but  very  tough  reading,  I  must  say.  [Laughter.] 
Mr.  Jones.  Even  for  the  Ph.D.s. 
Professor  Marmor.  Yes.  Exactly.  [Laughter.] 
Senator  Grams.  Could  I  ask  one  more  question? 
Chairman  DOMENICI.  Of  course. 

Senator  Grams.  Much  has  been  talked  about  the  Chilean  system, 

I  arguments  against  it,  that  it  is  a  smaller  economy,  it  is  under  a 
jji  totalitarian  government,  maybe  some  of  those.  But  the  British  have 

also  reformed  their  system  and  gone  to  a  voluntary  or  an  opt-out, 
except  for  the  basic  flat  rate  of  their  pension. 

As  a  result,  about  75  percent  of  the  Britons  now  opt  out  of  the 
plan.  In  other  words,  that  is  a  very  popular  concept  over  there. 

;  There  has  been  a  huge  increase  in  private  pension  savings,  and  the 
British  government  pension  system,  unlike  other  countries,  is  basi- 
cally sound.  Have  any  of  you  looked  into  the  British  reform?  I  am 

!  sure  you  have.  But  do  you  have  any  comments  on  that  and  how  it 

j    would  work  or  not  work  and  why  and  why  not? 
Dr.  Weaver,  maybe  you  would  like  to  

Dr.  Weaver.  Well,  one  comment  I  have  is  that  the  PSA  Plan,  in 

I I  some  ways,  is  like  the  British  system  in  that  there  is  a  flat  benefit 
i    supplemented  by  an  earnings-related,  defined-contribution  portion. 

And  in  Britain,  you  can  opt  out  of  the  second  tier  if  you  have  a  pri- 
I,   vate  pension.  Either  the  employer  can  opt  out  or  the  individual  can 

opt  out  through  something  like  an  IRA. 
I     My  concern  about  the  British  system  is  how  extraordinarily  com- 
'!  plex  it  seems  to  be  and  how  difficult  it  must  be  to  track  workers 

over  the  course  of  their  careers  or  track  multiple  pensions  being  ac- 
I   crued  in  multiple  locations.  This  complexity  has  always  been  an 

hindrance  to  me  even  fully  understanding  the  British  system.  It  is 

an  interesting  alternative,  however,  in  that  it  separates  out  what 

1' 
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you  might  call  a  social  benefit  from  something  that  is  directly  relat- 
ed to  earnings,  and  the  latter  can  be  gotten  publicly  or  privately. 
Senator  Grams.  Any  other  comments? 

Professor  Marmor.  Could  I  just  say  that  I  am  not  an  expert  at 
all  on  the  British  system,  but  there  are  some  experts  available. 
And  the  one  topic — really  following  on  Carolyn's  point — the  one 
thing  they  emphasize  there,  as  well  as  in  the  Chilean  case,  is,  in 
effect,  the  side  costs  of  individual  administration  of  these  accounts, 
both  on  the  complexity  side  and  the  costs  of  administration. 

But  you  are  absolutely  right,  that  the  picture  of  people  opting  out 
is  an  accurate  one  in  the  British  context,  which  may  have  a  fair 
amount  to  do  with  market  experience  in  Britain  in  recent  years,  in 
the  same  way  that  enthusiasm  for  investing  in  markets  now  reflect 
our  own  extraordinary  bull  market. 

The  second  point  and  the  last  thing  I  would  say  is  that  it  makes 
a  huge  difference  whether  you  are  talking  about  this  kind  of 
change  after  you  have  had  a  substantial  history  of  earnings-related 
benefits.  The  British  never  really  shifted  very  dramatically  from 
their  flat-rate  benefit  into  an  earnings-related  one.  You  have  got 
experience  around  the  world  of  every  combination  you  can  think  of, 
funded  programs  that  are  earnings-related,  funded  programs  that 
privately — on  a  base  of  flat  rate — and  you  have  got  systems  that 
are  pay-as-you-go,  as  in  Germany,  with  a  very  substantial  aging. 

So  it  does  not  look  to  me  as  if  the  cross-national  evidence  seizes 
on  any  one  arrangement  as  the  most  desirable.  They  are  adapta- 
tions of  their  legacy,  and  they  produce  a  mix  of  consequences  that 
give  no,  I  think,  clear  picture. 

Senator  Grams.  I  was  just  going  to  mention  quickly  that  I  think 
you  all  agree  that  the  sooner  we  act,  the  better,  rather  than  leaving 
this  hang.  But  how  do  you  convince  the  public  what  we  are  doing 
is  trying  to  improve  this  system,  because  there  are  going  to  be  the 
critics  who,  in  a  very  short  sound  bite,  are  going  to  say  that  we  are 
going  to  destroy  the  system  and  want  to  protect  the  status  quo. 
How  are  we  able  to,  in  a  political  environment,  move  ahead  with 
reforms  and  do  it  in  a  way  that  we  can  capture  the  public  con- 
fidence in  order  to  do  this? 

Dr.  Gramlich.  Yes,  I  suppose  that  this  is  an  answer  where  we 
all  would — it  is  a  question  where  we  all  would  give  a  different  an- 
swer. But  I  think  the  question  about  public  confidence  is  one  where 
either  things  are  not  well  understood  or  are  changing  rapidly,  be- 
cause I  think  there  is  a  very  clear  age  divide  on  this. 

You  have  seen  the  same  polls  that  we  have,  these  USA  Today 
polls  that  have  young  people  trusting  more  that  they  will  see  a 
UFO  than  that  they  will  get  their  Socisd  Security  benefits.  And  so 
I  think  there  is  a  lot  of  confusion  and  uncertainty  and  so  forth  out 
there,  and  actually  I  think  that  if  the  Congress  came  out  with 
hopefully  some  sort  of  broad  consensus,  maybe  you  can  do  a  little 
better  than  we  did  on  that  front,  a  plan  that  people  were  saying 
would  fix  up  the  system  for  awhile  and  assure  the  benefits  of 
younger  workers — I  think  that  individual  accounts  are  part  of  that 
story,  but  they  may  not  be. 

But  anyway,  if  all  of  that  were  done,  I  think  that  that  would  ac- 
tually assure — that  would  raise  confidence,  not  lower  it.  And,  you 
know,  there  are  people  in  Florida  who  might  be  threatened  by  this,  j 
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But  actually  all  of  our  plans  really  make  only  minimal  changes, 
only  through  the  taxation  of  benefits  in  the  benefits  received  by 
present  retirees.  So  the  people  in  Florida  need  not  worry.  And  I 
think  the  other  age  segments  in  America  would  certainly  welcome 
a  long-run  plan  here. 
Senator  Grams.  Thank  you,  Mr.  Chairman. 
;      Chairman  DOMENICI.  Thank  you.  Senator.  I  know  we  are  past 
i  the  time  and  I  have  not  had  much  to  say  to  any  of  you,  but  I  am 
j  not  going  to  take  much  of  your  time  on  it.  Thank  you  very  much 
for  what  you  have  done  for  the  country.  And  that  does  not  mean 
.  this  testimony,  that  is  just  a  little  tiny  thing.  Your  work  on  the 
'  commission  is  not  going  to  go  unnoted,  even  though  you  could  not 
reach  a  total  consensus  on  every  issue. 

At  least  I  am  pleased  that  you  did  not  do  what  transit  workers 
in  France  wanted.  I  am  glad  you  did  not  recommend  that  the  re- 
tirement age  for  paying  Social  Security  be  55  years  of  age.  At  least 
we  are  moving  in  the  right  direction  in  terms  of  our  children  and 
their  ability  to  earn  a  living  without  extraordinary  taxes.  I  some- 
times wonder  how  some  of  those  industrial  nations  in  Europe  are 
going  to  come  out  of  this. 
I  also,  incidentally,  am  very  pleased  that  America  is — for  the 
i  problems  we  have  got  in  terms  of  Social  Security,  we  are  better  off 
I  than  Japan  in  terms  of  the  ratios  of  workers  to  those  receiving  ben- 
!  efits.  And  I  adso  compliment  you  for  telling  us  that — and  if  I  read 
you  right — that  even  though  these  shortfalls  and  serious  problems 
are  a  few  years  out,  that  you  all  feel  confident  enough  in  what  you 
I,!  were  able  to  discern  and  learn  to  recommend  that  we  start  fixing 
things  rather  quickly.  And  I  did  not  note  anybody  who  would  dis- 
avow that  proposition. 

There  are  some  who  still  contend  that  when  problems  are  10,  12, 
15  years  away,  that  we  ought  to  not  address  them,  that  we  would 
i„  rather  sit  around  and  things  are  apt  to  change.  Well,  I  think  you 
I  all  know  enough  about  the  demographics  of  our  great  country  to 
I]  know  that  some  of  these  situations  are  not  going  to  change  unless 
we  decide  to  change  them. 
I  was  going  to  argue  with  you.  Professor,  about  some  of  your 
(   comments  with  reference  to  the  2.2  solution.  But  rather  than  do 
I  that,  knowing  that  professors  are  very  willing  to  read  transcripts, 
j|  I  would  just  cite  you  to  page  82  of  Dr.  Alan  Greenspan's  comments 
here,  wherein  he  cites  the  history  of  how  confident  we  were  only 
h   12  years  ago  about  this  trust  fund  building  up  and  how  that  is 
'i   changing  on  a  two-for-one  ratio.  We  are  going  backward  2  years  for 
every  1  year  that  passes,  and  I  think  that  prompts  us  to  be  some- 
what worried,  not  budget-wise,  but  commitment  to  the  seniors  and 
the  others. 

For  the  record,  I  would  say,  for  those  who  are  getting  most  of 
their  questions  from  young  people  about  Social  Security,  I  will  tell 

I  you  that  among  young  working  people  that  I  am  hearing  from,  the 
number  one  issue  is — especially  for  the  first  5  or  6  months  they  are 

I   on  the  job — is  the  amount  of  money  we  take  out  of  their  checks. 

;  They  are  absolutely  astoimded  when  it  is  their  first  job,  when  So- 

I  cial  Security,  medicare  and  their  withholding  comes  out,  they  are 
there  wondering  what  in  the  world  we  are  doing  with  their  money. 
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And  I  raise  that  point  because  that  is  as  important  a  real  issue 
in  the  future  as  is  the  solvency  of  the  fund,  for  we  wauit  not  one 
generation  in  good  shape  and  another  generation  overburdened  to 
preserve  that  other  generation.  And  I  do  not  think  anyone  wants 
that. 

Now,  having  said  that,  I  want  to  mention  an  anecdote  about  pri- 
vatization. First,  let  me  say  for  all  of  your  great  thinking  on  privat- 
ization, I  could  not  buy  any  of  your  plans  as  of  now  and  I,  nonethe- 
less, thank  you  for  your  efforts.  But  I  am  reminded.  Chuck  Grass- 
ley,  Senator  Grassley,  made  a  point  here  that  he  thought  was  very 
formidable  to  Alan  Greenspan.  And  he  said,  "I  want  to  read  a  letter 
from  my  constituent."  And  he  had  a  letter  there.  Maybe  you  all  saw 
that.  And  he  read  a  letter  from  a  constituent  who  was  madder  than 
you  could  imagine  at  Alan  Greenspan  for  his  remark  about  irra- 
tional exuberance.  And  the  constituent  was  a  retired  person,  and 
what  he  had  done  was  to  calculate  precisely  what  Alan  Greenspan 
had  cost  his  pension  plan.  In  fact,  he  was  more  precise.  It  was  how 
much  the  pension  that  he  was  expected  to  get  had  gone  down  in 
that — what,  did  the  stock  market  go  down  1  day,  2  days?  I  do  not 
remember  how  many.  About  two. 

Now,  nothing  points  up  more  graphically,  in  my  opinion — I  did 
not  get  a  chance  to  tell  him  that  day — than  that  issue,  vis-a-vis  let- 
ting people  assume  that  investments  in  the  equity  markets  of  the 
United  States  and/or  the  world  are  as  assured  as  investing  in  a  T- 
bill  or  investing  in  a  long-term  indenture  that  is  precise.  And  I  j 
think  we  have  to  consider  that,  too,  as  we  look  at  this. 

I  am  not  sure  your  exuberance  for  privatization  and  investment 
in  the  equity  markets — and  I  say  this  guardedly,  knowing  that  only 
you  know  the  answer.  But  if  this  would  have  been  in  the,  let  us 
say,  6  weeks  after  the  bust  that  occurred  when  Jim  Baker  was 
Treasurer — how  much  did  the  stock  market  go  down  in  1987?  A  big 
percent. 

Chairman  Domenici.  Do  you  remember  how  much  it  was.  Dr. 
Gramlich? 

Dr.  Gramlich.  I  do  not  remember  how  much  it  was. 

Chairman  DOMENICI.  All  right.  But  you  all  would  have  been  in 
session  

Mr.  Jones.  It  was  close  to  a  20  percent  drop. 

Chairman  DOMENICI.  I  think  so.  You  would  have  been  in  session, 
talking  about  these  great  investment  plans.  And  you  would  have 
looked  up  and  said,  "My  gosh,  you  think  we  are  really  going  to 
force  people  to  invest  a  portion  of  their  Social  Security  fiinds  in 
that  market  that  just  went  down  20  percent?  They  would  hang  us." 

I  do  not  say  that  because  I  know  all  the  answers.  But  I  believe 
we  are  in  a  very  difficult  arena  with  lots  of  balances  in  terms  of 
what  we  should  do  next.  I  also  want  to  say  that  I  heard  both  of 
your  remarks  on  this  end  of  the  table  about  being  concerned  about 
predicting  the  future  with  too  much  certainty,  because  you  do  not 
want  to  let  people  truly  believe  that  you  have  not  retained  some 
flexibility  in  light  of  differing  priorities.  I  think  I  heard  you  say 
that.  Doctor,  too,  on  this  end.  I  do  not  know.  Did  you  say  that  also. 
Dr.  GramUch? 

Dr.  Gramlich.  [Nodding  head  up  and  down.] 
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Chairman  DoMENici.  But  I  would  say  I  hope  that  does  not  mean 
that  you  are  teUing  us  that  we  do  not  know  enough  to  do  a  better 
job  of  making  these  funds  actuarily  sound — you  are  not  saying 
that — for  long  periods  of  time,  for  15,  20,  30  years.  Is  that  right? 
We  do  know  enough  to  do  a  better  job,  to  do  something  to  make 
that  better  than  it  is? 
I  Dr.  Steuerle.  I  think  that  is  correct.  Senator.  I  mean,  my  point 
I  is  simply  aim  for  something  that  we  know  we  can  deliver.  Let 
us  

Chairman  DOMENICI.  Right. 

Dr.  Steuerle  [continuing].  Promise  only  things  that  we  are  cer- 
tain we  can  deliver. 
Chairman  DOMENICI.  Right. 

Dr.  Steuerle.  And  we  should  make  the  predictions  for  the  fu- 
ture. Then  if  we  build  up  surpluses  that  is  fine.  Let  us  let  discre- 
tionary policy  deal  with  that. 

Professor  Marmor.  I  would  just  put  it  slightly  differently.  I  think 
we  can  do  better  by  being  more  cautious  about  our  funding  of  it. 
That  does  not  mean  we  actually  know  what  the  world  is  going  to 
I     be  like  30  years  from  now.  I  think  that  is  a  naive  and  foolish  way 
'     to  talk. 

These  are  estimates  that,  as  you  know,  have  to  be  looked  at 
again  and  again  and  again.  It  does  not  stop  prudent  action,  but  it 
is  not  based  on  some  kind  of  point  prediction  that  people  have  very 
great  confidence  in.  That  is  why  you  have  estimates. 

Chairman  Domenicl  My  last  observation,  and  then  if  any  of  you 
care  to  comment  on  anything  I  have  said,  please  do.  I  do  not  think 
I  have  said  anything  that  should  prompt  you  to  do  that.  But  as  we 
look  at  the  situation  going  into  the  next  century,  whether  we  use 
the  President's  bridge  or  whatever  we  want  to  use  to  look  out 
there,  it  is  patent  that  the  two  biggest  fiscal  problems  we  have  got 
both  have  to  do  with  the  aging  of  America. 

And  there  is  no  question  if  you  could  fix  Social  Security,  the  ac- 
tuarial soundness,  to  the  extent  that  some  of  you  have  said  we 
should,  and  if  we  could  find  a  long-term  fix  for  medicare,  we  can 
spend  a  lot  of  time  talking  about  $1  billion  more  for  transit  and 
another  V2  percent  more  for  education,  because  we  are  tinkering  on 
|i  the  edges  on  education.  Everybody  knows  that.  The  States  spend 
I  all  the  money,  we  put  in  a  little,  tiny  bit;  yet  it  becomes  such  a 
big  political  issue,  it  is  amazing. 

But  those  two,  essentially,  are  the  problem.  And  I  do  not  think 
they  are  the  problem  because  we  have  acted  in  bad  faith  in  the 
'     past.  I  think  it  is  just  because  things  have  just  changed  dramati- 
'     cally  with  reference  to  our  longevity  and  changed  dramatically  with 
reference  to  the  number  of  new  entrants  into  the  work  force  in  the 
United  States. 

My  last  comment,  one  of  the  Senators,  I  guess  Senator  Grams, 
asked  you  what  I  do  not  think  we  ought  to  be  asking  you,  and  that 
is  how  do  we  sell  the  reforms  in  Social  Security  to  the  populace. 
That  is  our  job,  not  yours.  We  thank  you  for  whatever  you  sug- 
gested. I  happened  to  be  out  of  the  room. 
'  In  any  event,  it  seems  to  me  the  best  solution  is  to  look  at  his- 
I  tory.  And  history  says  these  programs,  contrary  to  the  last  election, 
have  been  supported  in  an  enormous  bipartisan  spirit  on  the  Hill 
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in  both  houses.  Once  medicare  was  passed,  it  became  just  as  much 
the  concern  of  RepubUcans  as  Democrats.  They  voted  for  ways  to 
help  it  and  fix  it,  and  clearly  Social  Security  is  exactly  the  same 
way.  And  I  submit  if  we  want  to  reform  it,  it  has  to  be  very  biparti- 
san and  the  President  has  to  lead  it  with  Republicans  and  Demo- 
crats alike.  Otherwise,  it  is  just  too  easy  to  scare  people  and  dema- 
gogue the  issue.  And  I  do  not  think  we  can  solve  that,  no  matter 
how  good  we  are  with  the  one-liners  or  whatever  it  is  we  are  trying 
to  learn  these  days. 

Do  any  of  you  have  any  comments? 

[No  response.] 

Chairman  DOMENICI.  Senator  Lautenberg  has  some  written  ques- 
tions and  we  will  submit  them  to  you.  And  we  would  ask  if  you 
would  mind  answering  written  questions  if  they  are  submitted  in 
the  next  7  to  10  days.  We  will  leave  it  open  then  for  10  days,  and 
you  return  the  questions  at  your  convenience. 

Chairman  Domenici.  We  stand  in  recess. 

[Whereupon,  at  12:33  p.m.,  the  committee  was  recessed,  subject 
to  the  call  of  the  Chair.] 


EDUCATION  REFORM  AND  ECONOMIC 
GROWTH 
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U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 
The  committee  met,  pursuant  to  notice,  at  10:06  a.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Pete  V.  Domenici 
(chairman  of  the  committee)  presiding. 

Present:  Senators  Domenici,  Grassley,  Nickles,  Gregg,  Snowe, 
Frist,  Grams,  Smith,  Lautenberg,  Conrad,  Wyden,  Feingold,  and 
Durbin. 

Staff  present:  G.  William  Hoagland,  staff  director;  and  Lisa 
Cieplak,  senior  analyst  for  education  and  social  services. 

For  the  minority:  WilHam  G.  Dauster,  democratic  chief  of  staff 
and  chief  counsel;  and  Amy  Peck  Abraham,  senior  analyst  for  edu- 
cation and  health  (discretionary),  appropriations  coordinator. 

OPENING  STATEMENT  OF  CHAIRMAN  DOMENICI 

Chairman  Domenici.  The  hearing  will  please  come  to  order. 

Senator  Lautenberg  is  going  to  be  about  15  to  20  minutes  late, 
and  we're  going  to  start,  but  obviously,  he  will  have  as  much  time 
as  he  needs. 

Senator  Gregg,  if  you  want  to  make  a  quick  remark,  I  will  yield 
to  you  at  this  point. 

OPENING  STATEMENT  OF  SENATOR  GREGG 

Senator  Gregg.  Thaink  you,  Mr.  Chairman.  I  appreciate  your 
courtesy  in  yielding  to  me,  because  I  do  have  to  leave;  but  I  did 
want  to  make  a  comment,  and  I  wanted  to  come  by  to  express  my 
view  on  this  issue  because  obviously  the  question  of  education  is 
going  to  be  a  priority.  It  is  a  priority  for  the  President,  as  he  cer- 
tainly made  clear  last  night  in  his  State  of  the  Union  Address;  it 
is  a  priority  for  the  Republican  Members  of  the  Senate.  We  have 
S.B.  1,  which  is  the  first  bill  on  our  list  of  the  top  10  bills,  and  S.B. 
1  is  about  education  and  how  we  should  address  education. 

One  of  the  elements  of  S.B.  1  is  that  the  Federal  Government 
has  already  on  the  books  education  laws  which  it  is  not  properly 
funding.  And  I  just  want  to  go  on  record  at  this  time  and  state  that 
I  believe  our  obligation  as  a  Government  is  to  pay  our  bills  first. 
We  have  created  the  single  largest  unfunded  mandate  in  education, 
in  special  education. 

It  is  an  exceptionally  difficult  situation  for  many  school  district 
in  my  State  and  I  know  across  the  Nation.  It  is  a  situation  where 
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we  now  have  the  cost  of  special  education  creating  a  dynamic 
where  the  Federal  Government,  which  originally  said  it  was  going 
to  pay  40  percent  of  the  cost,  is  paying  6  percent  of  the  cost,  the 
result  of  which  is  the  cost  not  being  picked  up  by  the  Federal  Gov- 
ernment which  it  said  it  was  going  to  bear  are  being  passed  on  to 
the  local  property  tax  payer  or  to  the  local  State  income  tax  payer, 
so  you  have  created  a  competition,  and  unfortunately,  in  many  in- 
stances, this  competition  has  created  an  atmosphere  where  the  spe- 
cial education  student  is  looked  at  with  a  certain  amount  of  jaun- 
dice by  other  parents  in  the  school  system.  There  is  a  feeling  of  an 
adversary  relationship  in  many  situations  between  the  special  edu- 
cation students  and  the  parents  of  the  other  students  in  the  school 
system.  And  this  is  not  right;  it  is  not  fair  to  the  special  education 
student,  and  it  is  not  fair  to  the  parents  of  the  other  children  in 
the  school  system. 

And  it  is  generated  solely  by  the  fact  that  the  Federal  Govern- 
ment continues  to  fail  to  pay  its  share  of  the  cost  of  special  edu- 
cation. So  as  part  of  S.B.  1,  the  Republican  Members  of  the  Senate 
have  made  a  commitment  that  we  will  ramp  up  the  payments  for 
special  education  to  a  point  where  the  Federal  Government  is  pay- 
ing for  a  much  higher  percentage,  almost  the  ftdl  40  percent,  that 
it  was  originally  obliged  to  pay. 

The  practical  effect  of  that  will  be  that  the  Federal  Government 
will  finally  be  pa5dng  the  bills  which  it  has  forced  the  local  school 
systems  to  incur  and  wMch  are  appropriate  bills,  because  the  spe- 
cial education  law  has  been  a  tremendous  success.  And  it  would 
also,  as  a  result,  free  up  significant  dollars  at  the  local  level  that 
are  being  spent  in  special  education,  pay  for  the  Federal  share  to 
be  spent  on  what  the  parents  and  the  teachers  and  the  students 
feel  are  other  initiatives  which  would  be  helpful  to  them.  So  this 
would  end  up  being,  as  a  practical  matter,  probably  the  largest  sin- 
gle block  grant  for  local  education  that  we  have  ever  pursued,  but 
it  would  also  be  a  commitment  to  fulfill  our  obligations  under  spe- 
cial education. 

So  I  just  wanted  to  go  on  record  and  say  that  before  we  pursue 
any  of  these  Presidential  initiatives,  many  of  which  are  worthwhile 
and  appropriate,  before  we  pursue  any  of  these,  I  believe — and  Sen- 
ate Republicans  have  stated  in  S.B.  1 — that  I  believe  there  is  an 
obligation  to  pay  the  bills  which  we  have  presently  incurred.  And 
the  special  education  students  deserve  that. 

We  have  $43  billion  of  new  initiatives,  and  before  we  pursue  that 
$43  billion  of  new  initiatives,  let  us  take  care  of  the  special  edu- 
cation kids  in  this  country,  and  let's  have  the  Federal  Government 
pay  its  fair  share. 

So  I  would  hope  and  I  intend  to  pursue  a  policy,  here  in  the 
Budget  Committee,  on  the  floor,  and  in  the  Appropriations  Com- 
mittee, which  says  essentially  that  we  are  going  to  pay  special  edu- 
cation costs  first.  We  do  not  have  to  pay  them  all  this  year — that 
is  too  high  a  price — ^but  certainly  we  have  to  begin  the  ramping  up 
and  start  pa3dng  a  much  more  significant  percentage  of  that  cost 
before  we  step  off  on  a  brand  new  initiative  or  a  set  of  brand  new 
initiatives  which  may  laudable,  but  which  ignore  the  fact  that  we 
already  have  on  the  book  a  very  important  initiative  that  we  are 
not  paying  the  burden  of. 
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I  thank  you,  Mr.  Chairman,  for  the  chance  to  participate.  I  am 
sorry  I  have  to  leave. 
Chairman  DOMENICI.  Thank  you,  Senator. 

Senator  Conrad,  would  you  like  to  make  some  remarks  on  behalf 
of  the  Democrats? 

OPENING  STATEMENT  OF  SENATOR  CONRAD 

Senator  Conrad.  I  would  be  pleased  to  do  that,  Mr.  Chairman. 

First  of  all,  I  would  like  to  salute  my  colleague  Senator  Gregg  for 
a  very  thoughtful  statement.  I  must  say,  after  having  a  tour  of 
school  districts  in  my  State,  that  special  education  is  very  high  on 
the  agenda  in  terms  of  the  cost  that  has  been  compelled  by  Federal 
policy,  and  there  does  need  to  be  a  response.  And  again,  I  thought 
the  statement  of  the  Senator  from  New  Hampshire  was  very 
thoughtful. 

Mr.  Chairman,  I  welcomed  in  the  President's  speech  last  night 
this  commitment  to  expanding  educational  opportunities  in  this 
country.  I  thought  his  emphasis  on  education  was  right  on  target. 
I  thought  many  of  the  specific  proposals  that  he  was  making  were 
meritorious. 

One  of  the  things  we  see  around  the  country  is  infrastructure 
falling  apart.  The  President  indicated  there  is  a  new  $5  billion  com- 
mitment to  school  construction  that  would  fund  as  much  as  $20  bil- 
lion nationally.  I  think  that  that  is  critically  important. 

His  emphasis  on  early  childhood  development — based  on  what  we 
are  learning,  the  most  recent  research  tells  us  that  by  the  time  a 
child  is  3  years  old,  that  child's  brain  is  largely  developed  for  life, 
and  that  if  that  child  has  been  abused  or  mistreated,  that  child  suf- 
fers permanent  injury — that  is  critically  important  for  us  to  under- 
stand as  we  fashion  educational  policy. 

The  President  was  proposing  policies  to  expand  opportunities  for 
young  people  in  this  country  to  get  higher  education.  This  is  critic 
cally  important.  I  just  had  a  group  of  Indian  college  students  in  my 
office  yesterday,  telhng  me  how  the  2-year  college  that  they  attend 
is  changing  their  lives.  I  have  been  there,  I  have  seen  it,  and  I  be- 
lieve it.  That  is  something  that  is  critically  important  for  us  as  we 
move  forward. 

Another  thing  the  President  mentioned  last  night  that  the  chair- 
man of  this  committee  has  been  deeply  involved  in  is  character 
education.  The  chairman  of  this  committee  has  been  deeply  in- 
volved in  a  program  called  "Character  Counts,"  and  I  was  very 
pleased  last  night  to  hear  the  President  endorse  the  concept  that 
the  chairman  of  this  committee  has  been  a  real  leader  in,  that 
character  education  is  very  important  in  this  country. 

So  those  are  items  that  I  thought  were  positive  last  night  in  the 
President's  message  that  I  hope  will  enjoy  bipartisan  support.  And 
again,  I  want  to  commend  the  thoughtful  statement  of  the  Senator 
from  new  Hampshire  with  respect  to  the  issue  of  special  education. 

I  thank  the  Chairman. 

Chairman  DOMENICI.  Thank  you  very  much,  Senator  Conrad. 

I  hope  you  will  all  be  patient.  This  is  kind  of  an  interesting  day. 
It  is  right  after  the  State  of  the  Union  and  just  before  the  budget, 
and  I  think  everybody  has  some  observations. 
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I  want  to  make  this  observation.  I  think  the  President  of  the 
United  States,  in  talking  about  education,  sajdng  it  is  one  of  our 
highest  priorities  in  America  to  get  a  better  education  system,  is 
right  on — but  I  believe  his  priorities  are  not  very  well-established 
in  terms  of  the  problems  we  have  with  education. 

First  of  all,  it  is  very,  very  good  to  talk  about  college  and  univer- 
sities and  post-high  school  education.  Clearly,  that  is  not  the  major 
problem  in  America,  and  yet  a  very  disproportionate  share  of  new 
money  the  President  intends  to  spend — 10  percent  would  go  to  ele- 
mentary and  secondary  education. 

Now,  frankly,  I  think  that  that  is  probably  backwards.  If  we  have 
some  new  programs,  I  woiild  think  that  maybe  90  percent  ought  to 
go  to  elementary  and  secondary  schools,  because  the  failure  in  the 
system  is  occurring  there,  and  the  failure  that  has  to  be  fixed  has 
got  to  be  fixed  there.  And  from  my  standpoint,  I  have  now  gone 
through  an  election  which  brought  me  to  many  school  districts  and 
permitted  me  to  see  a  lot  of  problems,  and  I  am  absolutely  amazed 
at  the  failure  of  high  schools  to  graduate  young  people  who  even 
go  to  college.  And  in  my  State,  there  are  literally  schools  with  only 
30  percent  going  to  college  in  good,  powerful  communities.  And  I 
ask,  what  is  happening  to  them — they  are  coming  out  with  no 
skills,  no  job  training.  Frankly,  I  believe  we  ought  to  have  a  major 
effort  to  help  our  schools  reinstate  skills  development  in  our  public 
school  system. 

You  know,  we  seem  to  be  embarrassed  as  a  Nation  to  say  that 
a  lot  of  our  kids  are  not  going  to  college,  instead  of  saying  what 
are  we  doing  for  them. 

What  we  are  doing  is  letting  dropouts  through  the  system  and 
reinventing  Federal  programs  ad  hoc  instead  of  having  our  schools 
design  the  program.  How  come,  after  all  the  money  we  spend,  we 
have  got  to  reinvent  programs  to  help  educate  kids  who  were  sup- 
posed to  be  educated  in  kindergarten  through  12?  Why  don't  we 
ask  kindergarten  through  12  to  do  it,  and  why  don't  we  say  we 
would  like  to  help  you  do  it? 

So  Mr.  President — speaking  to  the  President  of  the  United 
States — this  is  one  Senator  who  agrees — the  21st  century  will  not 
be  a  very  good  one  if  America's  people  are  not  better  educated  to 
meet  the  demands  of  that  new  century. 

But  I  do  believe  that  the  time  is  now  to  start  helping  the  public 
schools  do  a  better  job  with  the  situation  we  all  see  to  be  very,  very 
much  less  than  satisfactory. 

Chairman  DOMENici.  Senator  Grassley,  did  you  want  to  com- 
ment? 

OPENING  STATEMENT  OF  SENATOR  GRASSLEY 

Senator  Grassley.  Mr.  Chairman  and  members  of  the  panel,  I 
am  going  through  a  process  of  self-criticism  on  education  as  to 
whether  I  am  raising  the  proper  questions — or,  not  the  proper 
questions — whether  we  are  even  questioning  this  issue  enough. 
And  my  self-criticism  comes  from  the  fact  that  my  Republican  col- 
leagues often  get  disgusted  with  me  on  this  committee  because  I 
raise  the  question,  are  we  getting  enough  bang  for  the  buck  from 
the  dollars  that  we  are  spending  on  defense. 
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I  have  been  an  advocate  for  more  cost-effectiveness  within  de- 
fense, and  we  have  always  been  appalled  at  the  inflation  that  ex- 
ists in  defense  expenditures. 

As  a  member  of  the  Finance  Committee — and  my  colleague  here 
is  a  member  of  the  Finance  Committee  as  well — when  we  deal  with 
medicare  and  medicaid,  we  are  appalled  at  the  tremendous  infla- 
tion that  there  is  in  Government  programs,  or  just  health  care 
costs,  generally,  at  two  or  three  times  the  rate  of  inflation,  and  two 
or  three  times  the  rate  of  inflation  also  for  defense. 

I  have  never  raised  the  question  in  the  Congress — and  I  have 
been  here  for  a  long  time — as  to  whether  or  not  the  inflation  that 
we  have  in  education,  particularly  higher  education — I  guess  I  am 
speaking  more  about  higher  education  than  I  am  K  through  12 — 
but  we  have  had  tremendous  inflation  in  education  costs,  and  we 
are  trying  to  address,  as  we  will  through  tax  credits  this  year,  how 
to  create  opportimities  for  more  people  to  go  to  college.  I  think  that 
that  is  perfectly  legitimate,  and  we  ought  to  do  it,  and  I  think  you 
raised  the  same  question  in  your  comments. 

But  I  wonder  if,  by  just  looking  at  tax  credits  and  other  ways  of 
helping  people  get  the  funds  to  go  to  college,  which  we  should  be 
doing,  we  are  leaving  out  a  very  important  fiictor  by  not  raising  the 
question  of  whether  the  cost  of  going  to  college  may  be  too  high  and 
whether  perhaps  the  inflation  in  education  is  unjustified. 

I  do  not  have  an  answer  for  it,  but  we  have  not  even  raised  that 
question  yet — at  least  in  this  committee,  we  have  not.  And  I  am 
not  sure  that  today  is  the  day  to  raise  it.  But  I  think  it  is  a  very 
important  factor.  If  it  is  a  justified  question  for  health  care  costs, 
if  it  is  a  justified  question  for  defense,  surely,  I  am  almost  con- 
vinced that  it  is  a  justified  question  for  education.  And  maybe  we 
ought  to  start  raising  it.  I  am  not  prepared  to  do  that  yet,  but  I 
would  like  some  direction  in  that  regard. 

Thank  you,  Mr.  Chairman. 

Chairman  Domenici.  Thank  you  very  much.  Senator  Grassley. 
Senator  Nickles? 

OPENING  STATEMENT  OF  SENATOR  NICKLES 

Senator  Nickles.  Mr.  Chairman,  thank  you  very  much.  I  appre- 
ciate the  witnesses  who  will  be  testifying  today,  the  day  after  the 
Presidents  speech,  and  I  appreciate  your  holding  the  hearing  and 
giving  the  chance  for  us  to  make  a  couple  of  comments,  which 
sometimes  we  do  not  follow  in  the  committee.  So  I  do  appreciate 
it. 

I  echo  your  comments.  I  think  all  of  us  want  to  improve  edu- 
cation, and  some  of  the  things  the  President  said  last  night — I 
guess  he  had  about  a  10-point  program — I  think  a  lot  of  us,  or  all 
of  us,  would  probably  echo.  But  we  need  to  see  the  language.  We 
want  to  get  crime  and  drugs  out  of  schools,  and  if  we  can  do  that, 
and  if  the  Federal  Government  can  assist  in  that  effort — it  is  pri- 
marily the  States'  responsibility,  I  believe,  but  if  the  Federal  Gov- 
ernment can  assist  in  that,  I  certainly  want  to  help. 

I  will  mention  just  a  couple  of  things,  Mr.  Chairman,  that  I  have 
serious  concerns  about,  and  maybe  I  am  unique  in  that.  I  know  the 
quality  of  the  buildings  and  plants  and  so  on  where  education  fa- 
cilities are  dilapidated  in  many  areas,  but  I  do  not  think  that  that 
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is  a  Federal  responsibility.  I  noted  that  the  President  said  he  had 
a  $5  bilhon  Federal  program  to  help,  and  maybe  the  States  would 
be  matching  that  or  something,  to  make  that  $20  billion,  but  I  still 
do  not  see  that  as  a  Federal  responsibility,  and  I  doubt  that  you 
could  scratch  the  need  with  $5  billion.  There  are  many  schools  that 
are  dilapidated — you  do  not  have  to  go  very  far  from  this  hearing 
room  to  find  schools  that  are  probably  hardly  worthy  of  occupa- 
tion— but  I  do  not  know  that  it  is  the  Federal  Government's  respon- 
sibility to  maintain  and  repair  local  schools,  and  I  think  we  are  get- 
ting into  that  if  we  follow  that.  So  at  least  I  am  going  to  be  fairly 
hesitant. 

I  have  some  reservations  about  the  President's  effort  for,  I  guess, 
remedial  reading.  I  want  volunteers  to  be  involved  in  teacliing  kids 
to  read,  and  maybe  remedial  reading,  and  maybe  for  adults  who  do 
not  have  reading  skills,  but  when  he  talked  about  using  the  Na- 
tional service  program,  I  started  balking,  maybe  with  some  hesi- 
tation. The  National  Service  Program  costs  about  $28,000  per  par- 
ticipant, and  I  question  that.  I  think  we  can  use  the  bully  pulpit 
to  encourage  States  and  local  areas  to  have  reading  programs.  Bar- 
bara Bush  was  very  involved  in  Uteracy  programs,  and  I  think  had 
some  success  with  it,  and  we  want  to  encourage  the  private  sector. 

So  again,  it  is  maybe  not  an  objection  to  the  goals — if  literacy  is 
the  goal,  I  certainly  agree — ^but  I  question  having  a  paid  army  of 
quote  "volunteers"  under  the  National  Service  Program  involved  in 
that. 

And  having  100,000  teachers  under  national  certification — I  do 
not  know  what  that  means.  I  guess  I  always  go  back  to  schools 
should  be  more  of  a  local  initiative  and  priority,  and  I  see  a  greater 
involvement  there  on  the  Federal  level,  more  than  just  the  bully 
pulpit.  So  I  question  that,  and  I  question  some  of  the  finances. 

One  of  the  questions — aind  I  am  not  sure,  Mr.  Smith,  that  I  will 
be  here  to  hear  your  statement,  although  I  am  taking  it  with  me, 
or  that  I  will  be  able  to  wait  my  turn  for  questions — ^but  I  want 
to  know  how  many  Federal  programs  we  have  for  education  right 
now.  I  asked  staff  that  question  and  I  had  answers  of  over  200  and 
maybe  less  than  700 — ^but  hundreds  of  programs.  I  would  like  to 
know  how  many  Federal  programs  we  have.  When  we  got  into  the 
welfare  debate,  we  reviewed  it,  and  we  found  336  welfare  pro- 
grauns,  and  we  found  156  job  training  programs. 

Chairman  DOMENICI.  Senator,  why  don't  you  5deld. 

Mr.  Smith,  we  will  ask  you  now  to  submit  for  the  record  as  soon 
as  possible  a  list  of  all  the  education  programs  that  we  have  for 
primary  through  12.  Is  that  what  you  are  

Senator  NiCKLES.  All  Federal  programs.  The  President's  pro- 
grams deal  with  

Chairman  Domenici.  And  leave  those  that  are  done  through  the 
Tax  Code  alone.  We  will  ask  the  Treasury  Department  about  those. 
But  if  you  would  do  that  for  us  as  soon  as  you  can,  we  would  appre- 
ciate it. 

Mr.  Smith.  I  would  be  delighted  to.  I  think  we  can  break  them 
down  by  the  Department  of  Education  and  other  departments,  also. 
Chairman  Domenici.  Thank  you  very  much. 
Senator  Nickles.  That  would  be  helpful.  I  appreciate  that. 
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[The  following  was  subsequently  supplied  for  the  record  by  Mr. 
Smith:] 

U.S.  DEPARTMENT  OF  EDUCATION 
Elementary  and  Secondary  Education  Programs 
Fiscal  Year  1997 

OFFICE  PROGRAM 

OBEMLA  Bilingual  Program  Development  Grants 

Bilingual  Enhancement  Grants 
Bilingual  Comprehensive  School  Grants 
Bilingual  Systemwide  Grants 
Bil.  Ed.  Support  Services  SEA  Grants 
Bil.  Ed.  Sup.  Serv.  Research  and  Evaluation 
Bil.  Ed.  Support  Services  Clearinghouse 
Bilingual  Teachers  and  Personnel  Grants 
Bilingual  Graduate  Fellowships 
Immigrant  Education 
Foreign  Language  Assistance 

Number  of  Programs:  1 1 

OERI  Assessment 

Eisenhower  Prof.  Dev.  National  Activities 
Technology  Innovation  Challenge  Grants 
Regional  Technology  m  Education  Consortia 
Star  Schools 

Ready  to  Learn  Television 
Telecommunications  Demo  for  Mathematics 
Fund  for  the  Improvement  of  Education 
Javits  Gifted  and  Talented  Education 
Eisenhower  Regional  Math  and  Science  Consorti 
21st  Century  Community  L-eaming  Centers 
National  Writing  Project 
Civic  Education 

Number  of  Programs:  1 3 

OESE  Goals  2000  State  and  Local  Grants 

Goals  2000  Parental  Assistance 
Technology  Literacy  Challenge  Fund 
ESEA  Title  I  Grants  to  LEAs 
ESEA  Title  I  Capital  Expenses 
ESEA  Title  I  Even  Start 

1 
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U.S.  DEPARTMENT  OF  EDUCATION 
Elementary  and  Secondary  Education  Programs 
Fiscal  Year  1997 


PROGRAM 


ESEA  Title  I  Migrant  Program 

ESEA  Title  I  Neglected  and  Delinquent 

HEA  High  School  Equivalency  Program 

Impact  Aid  Payments  for  Federal  Property 

Impact  Aid  Construction 

Impact  Aid  Basic  Support  Payments 

Impact  Aid  Disability  Payments 

Impact  Aid  Heavily  Impacted  Districts 

Eisenhower  Prof.  Develop.  State  Grants 

T.  VI  Innovative  Education  Program  Strategies 

Safe  and  Drug-Free  Schools  State  Grants 

Safe  and  Drug-Free  Schools  National  Programs 

Inexpensive  Book  Distribution 

Arts  in  Education 

Magnet  Schools  Assistance 

Homeless  Children  and  Youth 

Women's  Educational  Equity 

Training  and  Advisory  Services 

Ellender  Fellowships 

Native  Hawaiian  Family-Based  Centers 

N.  Hawaiian  Community-Based  Learning  Centers 

Native  Hawaiian  Gifted  and  Talented 

N.  Hawaiian  Curric,  Teacher  Tmg.,  &  Recruit 

Alaska  Native  Educational  Planning... 

Alaska  Native  Home-Based  Education/Preschool 

Alaska  Native  Student  Enrichment 

Charter  Schools 

ESEA  Comprehensive  Regional  TACs 
Indian  Education  Grants  to  LEAs 

Number  of  Programs: 


Native  Hawaiian  Special  Education 
IDEA  Part  B  Grants  to  States 
IDEA  Part  B  Preschool  Grants 
IDEA  Part  H  Infants  and  Families 


183 


U.S.  DEPARTMENT  OF  EDUCATION 
Elementary  and  Secondary  Education  Programs 
Fiscal  Year  1997 

OFFICE  PROGRAM 

OSERS  IDEA  Deaf-Blindness  State  Projects 

IDEA  Deaf-Blindness  Technical  Assistance 

IDEA  Deaf-Blind  Clearinghouse 

IDEA  Deaf-Blind  Research,  Devel.,  Demos. 

IDEA  SED  Research 

IDEA  SED  Demonstrations 

IDEA  Severe  Disabilities  Statewide  Syst 

IDEA  Severe  Disabilities  Research  &  Demo 

IDEA  Early  Childhood  Experimental 

IDEA  Early  Childhood  Demonstrations 

IDEA  Early  Childhood  Outreach 

IDEA  Early  Childhood  Tech.  Assistance 

IDEA  Early  Childhood  Research 

IDEA  Early  Childhood  Training 

IDEA  Early  Childhood  Special  Projects 

IDEA  Secondary  and  Transitional  Research 

IDEA  Secondary  and  Trans.  Models/Demos 

IDEA  Secondary  and  Transitional  Outreach 

IDEA  Secondary  &  Trans.  Joint  Awards 

IDEA  Secondary  and  Trans.  Special  Projs. 

Innovation  and  Development 

Other  Media  and  Captioning  Services 

IDEA  Recording  for  the  Blind 

IDEA  Captioned  Films  and  Television 

IDEA  Video  Described  Television 

IDEA  Technology  Applications 

IDEA  Special  Studies 

IDEA  Personnel  Devel.  Grants  to  IHEs 

IDEA  Personnel  Devel.  Special  Projects 

IDEA  Personnel  Development  Partnerships 

IDEA  Personnel  Development  SEA  Grants 

IDEA  Personnel  Devel.  Minority  Outreach 

IDEA  Parent  Training 

IDEA  Clearinghouses 

IDEA  Regional  Resource  Centers 

Number  of  Programs:  39 


3 
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U.S.  DEPARTMENT  OF  EDUCATION 
Elementary  and  Secondary  Education  Programs 
Fiscal  Year  1997 


Vocational  Education  Basic  Grants 
Tech-Prep  Education 
Vocational  Education  Research 
Adult  Education  State  Grants 
National  Institute  for  Literacy 
—    Literacy  Programs  for  Prisoners 


OFFICE 


PROORAM 


OVAE 


School-to- Work  Opportunities 


Number  of  Programs: 


7 


Total  Number  of  El/Sec  Programs  in  Department: 


05 


4 
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FEDERAL  PROGRAMS  FOR  EDUCATION  AND  RELATED  ACTIVITIES 


Figure  20.-Federal  funds  for  education,  by  agency:  Fiscal  Year  1 996 


Department  of  Educatkxi.  42.3% 


Department  o(  Heatth  and  Human  Services,  18.3% 


Total  m  $70.1  billion 

SOURCE:  U.S.  Office  of  M«rwg«m«nt  and  Budget,  Budget  of  »)4  U.S.  Govmm*nt.  FIscmI  Vber  1997;  ar>d  National 
Sdance  Four>dation.  FedemI  Funds  tor  ResMfch  and  Development.  Flscel  Yeefs  1994.  1995.  end  1996. 
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354   FEDERAL  PROGRAMS 


^•doral  on-budgat  funds  (or  •ducAtlon,  by  level  or  other  educational  purpose,  by  agency  and  program: 
Fiscal  years  1065  to  1906 
Pn  IhouMncta  o<  dotare) 


4,iai.74i 

•  IMII 
T00.4ro 

40.aM 

K.M3 
l»1>M 
•MJM 


TM.tIt 

U.3M 
IM>40 
•JI.T77 


i.oM.au 
m.«M 


ni.130 


M.M6 


7I.Ma 
l«7.4O0 

742  >17 


Junior  (tO.T  C  

O ■»'»«««  dao*nd» 
SacMo  V)  •cTiooto 


73.000 
73.000 


Paymanu  M  uaiM  to>  AFOC  i 


JohnMn-01>to*>y  uwMWV 
EdixaHon  ttetnmm  tor  cMdrw 


l4.fM 

17.400 
•JOO 


•43.100 
t2.100 
ISIXXW 


ltj»4 


3.03* 
•.7M 
1.0*7  Jl  I 


SM.*«0 
MI>IO 


370.»4« 

32.000 


77.M3 
77J40 


•2.U* 
4«.tS3 


U.*24 
l>4t.«00 
4MJ00 


•3*.M3 

M4.0lt 


lt.7M 
4t4.a30 

32JO0 
3U.430 


t.ou 

20.»4« 

1.120.100 


U4JM 
3*1.421 
1 1 3.*  7* 


>.3M 
t14.9M 

42.300 


>.0M 
XO.&M 
l.7«0.4O0 
•7^000 


417  M» 
2>UI* 


22.232 
t.«27.000 


3.W2.10* 


I70.«4» 
24.221 


7J77 
24.3«2 
I.7SI.03* 
IM.772 


4.SM 
4.37* 
4J7» 


187 


FEDERAL  PROGRAMS  385 


Table  356. — Federal  on-budget  funds  for  education,  by  level  or  other  educational  purpose,  by  agency  and  program: 

Fiscal  years  1965  to  1996 — Continued 

(In  thousancte  o(  dollars] 


1987 

1966 

1969 

1990< 

1991  * 

1992* 

1993' 

1994* 

1995* 

1996' 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

(40.972,176 

(43,215,993 

M8,014,017 

U1 424442 

(57495464 

(60,479,844 

(67.740418 

(68411418 

(71,718,752 

(70456.978 

$17,S3S,707 

118,564,859 

119409428 

121,964461 

125,418,031 

(27426,888 

(30,834426 

(32404457 

(33423409 

(35402,773 

7.554.487 
3.209.923 
704.197 
869.478 
39.638 
141.483 
1.339.241 
1.230.527 

4.562.093 
4.044.830 

8.096.436 
4.027.559 
707.539 
443.468 

18.339 
159.746 
1.465.965 
1.275.800 

4.806.766 
4.286.242 

8.669.300 
4.165.357 

755.477 

975.237 
65.683 

164.759 
1.880.751 

842.036 

5.104.502 
4.555.581 

9.681413 
4.494.111 

816.366 
1.189.158 
69.451 

188.919 
1416.623 
1.306.665 

5.528.950 
4.977.075 

10.865.336 
5418.749 

753.530 
1.375410 
65.639 

186,748 
2,174,358 
1.090.402 

6.074.735 
5.536.966 

12.057.746 
6.158.613 
794.794 
1414.692 
68.523 
198.332 
2.243.338 
1. 079.054 

6.714,062 
6.126.963 

13.058.974 
8.615.047 
432.153 
2.032.552 
99.925 
124.778 
2.564,070 
1.190,449 

7,154,483 
6,596.588 

13.769.196 
6.845.651 
829.952 
1.469,963 
79.095 
221.661 
2.960.328 
1.340.763 
1.763 
7.604,447 
7.043,699 

14.029.000 
6,806.000 
806.000 
1,397,000 
71,000 
225,000 
3,177,000 
1,482.000 
61.000 
8,201.294 
7,644,789 

15.416.000 
7.113.000 

830.000 
1.594.000 
78,000 

239,000 
3.511,000 
1,513.000 

538,000 
8.192415 
7.644,789 

350.118 

349.670 

342.071 

350.441 

350.659 

400,000 

369,900 

400,000 
(") 

400,000 
(") 

400.000 
(") 

151.699 

152.512 

188J06 

182.727 

167.010 

167.921 

152.460 

160.748 

156,505 

147426 

861.393 
57.440 
664,941 
139.012 
12.061 

988.265 
45.300 
773.810 
169.155 
12.931 

1,059.259 
53.930 
821,365 
183.964 
12.851 

1,097.876 
39.300 
864,958 
193418 
15.563 

1453.105 
53.174 
960.293 
239.638 
15.676 

1.197418 
54.746 
912.916 
229.656 
15,236 

1459.374 
84.100 
895.674 
279.600 
6454 

1410.168 
95.500 
849.649 
265.019 
11415 

1.295.547 
155.600 
855.772 
264.175 
12.646 

1.322.278 
172.800 

332!630 
7.700 

11,761 
300 
1.555,542 
1.130,542 

12.611 
320 
1,651,324 
1.206,324 

12.442 
409 

1.789.026 
1.234.869 

15.213 
350 
2.396.793 
1.447.756 

14406 
1.470 
2.997.194 
1.951.775 

12.586 
2,650 
3410,200 
2,201,800 

5,054 
1400 
4.114,496 

2,776.286 

10,535 
1.060 
4,669,181 
3415.946 

10.746 

1.900 
5.116,559 
3,534.000 

7400 
500 
5,119489 
3.534,000 

425.000 
344.183 

445,000 
379,645 

65.511 
468.646 
379.381 

459.221 
489414 
445.267 

545,700 
499,719 
644,770 

594,184 
514416 
517,666 

736,474 
601.738 
536.483 

838.981 
614,254 
485.758 

953,000 
629,559 
493.124 

959,000 
626489 
461,797 

87,437 

92,227 

114.414 

123411 

131.663 

122.045 

108.924 

21.693 

18,750 

9.090 

36.455 

34,922 

54,604 

102.522 

35.038 

45.805 

34.903 

39419 

37.490 

18.170 

195.994 
22,624 

231,512 
20.400 

166,643 
23.000 

192.841 
25.556 

452.521 
24.931 

325.582 
23.590 

368417 
22.980 

399434 
24.326 

411.524 
24,359 

410.922 
22415 

1,473 
44.531 

564 
50.679 

520 
58423 

538 
65.997 

597 
78.050 

644 
94.724 

859 
107.857 

686 
112.447 

1,000 
128.650 

1.000 
151.600 

8.744 
35.787 
2.258.199 
678.599 

8.679 
42.000 
2.266.700 
712,218 

6.933 
51.590 
2,271,966 
771466 

2.066 
63.931 
2406.487 
730476 

1.748 
76.302 
3,209.147 
805470 

1.944 
92.780 
3.708.362 
925,826 

1.725 
106.132 
4440.990 
949487 

1440 
111407 
4.011.184 
064434 

3.000 
125.850 
3457.800 
1.029.000 

4.000 
147.600 
4.096.000 
1.096,000 

1.579.600 

1.554.482 
SO 

1.500.000 
4C 

1.766.111 
44 

2.403.877 
31 

2.782.536 
60 

3491.703 
60 

3.046.950 
60 

2.928.800 
62 

3.000.000 
62 

55 

50 

40 

46 

31 

60 

80 

60 

62 

62 

235.297 

196, 15( 

168.865 

155.351 

ie7.04C 

190.606 

222.567 

335.866 

311,768 

354.181 

119.705 

76.367 

43.69< 

12.84( 

- 

105.94 
9.64 

r  n2.05< 
i  7.73i 

J  118.74t 
e.42< 

136.78( 
)  5.72 

161,09< 
5.944 

184,50C 
6.10( 

216,27e 
5.84( 

265.597 
5.74C 

298,132 
5,96 

348410 
5.371 

45 

64.52? 

747' 

5.32 
4.09 

3  5.32 
9  4.351 
9  4,35< 

7  5.14 

a  4.46 

0  4.46. 

S  9 
2  4,64 
i  4.64 

J  3,79< 
447 

1  447 

)  5.18. 
3  S.OOC 
D  5.00< 

5.38 

)  5,00( 
)  5.00( 

?  2.52S 
3  5,00( 
3  5,00( 

2,17 

)  7,11 
)  7.11 

2.000 
2.850 
r  2.850 

1  35 

2  82 

6  69< 

3  40 

4  S» 

3  aw 

9  1.64 

i               278 1  99 

r  615 

Total,  »a  programs 


Grams  tor  tt»  i 

Impact  aid  program*  

School  improvamani  program*  .. 

Inttan  aducatton   

B*ngoal  aducawxi   

Educatxxi  tor  the  handcapped 
Vocaliorial  and  adult  aducabon  .. 
Education  Mom  ■  Goal*  2000  • 


I  bepartment  o(  Agricultura   

||  ;     Child  nulriuon  program*  "   

I  i      AgncuAural  Marliating  Sannca— 


pepartmem  < 

,|     Junior  R 


Junior  R.O.T.C  

Ovartaa*  dapandanU 


[bepaflmani  of  Enaryy '«   

I     Enargy  comarvation  lor  t 


^)epartmenl  o<  Haaith  and  Human  Sannca*  < 

Haad  Start"   

Paymenu  to  tuies  lor  AFC3C  work 

!  program*  •*   

I      Social  Sacurity  student  berwfil*  ••   

pepanment  ol  lha  Inieoor   

Mineral  Leasmg  Act  arvj  ott^t  funds: 
Piymam*  to  states— estimalad 


Payments  to  counties— estunatad 


loOian  Education: 

Bureau  of  Indian  Attairs  school*  . 
JohnaorvO'Mallay  a**i*unca  ">  . 
Education  expanse*  tor  children  of 
employee*. 

Yelowstone  National  Parti  


Coast  Ouard  personrtet  **   

iI3epartmenl  of  the  Treaaury   
I      Estimated  education  share  of  gerteral 
1           revenue  sharing:  »• 
State*' 

Local   

Tmiion  assntarKa  lor  educaiiona' 


]  Coa«l  Guard  personnol » 

I  IjDepartmenI  of  Veteran*  AHairs**  .. 

I  NorwoNegiala  ar»d  job  trainirtg 
I  j  program*  '*   

'       Vocational  rehabiliUUon  for 


DeperxJent*'  education  *■   

Service  members  occupational 
conversion  and  Uainit^  act  of 

1992»   

Ottier  agencies 

Appalachian  Regional  Commiasion  > 
Hatior\al  Endowment  lor  the  Aru** 

Arts  m  education   

Naiioftil  Endowment  lor  the 
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Table  356. — Federal  on-budget  funds  for  education,  by  level  or  other  educational  purpose,  by  agency  and  program: 
Fiscal  years  1965  to  19g&->ConUnued 

[In  twuaand*  ol  doUrv) 


Lev*!  or  i&xHtmit  pufpoM.  ^  aeaney  W 
 ""^"^  

tM7 

!••• 

itto< 

l^^1> 

1(82  • 

I0*3< 

l*04> 

1»»5* 

199*' 

1 

II 

13 

14 

I* 

1* 

17 

!• 

1^ 

20 

21 

Tout.     rngmm  -  „ 

MdJTim 

•43JIIM 

»4«JI44I7 

U1M4^ 

tt74»i4*4 

1*0.479444 

M7,74e,*1* 

W*4114l* 

(7I.71*.7(3 

(7045*47* 

I1TJU4.W 

t\tM*Mt 

U1^.3«l 

U«  .41*431 

U7.*2*,*** 

(3043442* 

(314044*7 

(3142340* 

Ui 402.773 

Dwafw*  «<  Educakan*  

7J64.447 

•.0«^.43* 

•JMJOO 

•MtJIS 

tO,««£.33* 

12.067,74* 

13.06*,974 

13.7**.1«* 

14.029400 

15.4U.000 

a>aru  lor  r»  itiiiKWigirt   

ajO«J23 

4.017 

4.I06J67 

4.4»4.tl1 

»41*.74* 

•.15*.tl) 

•4I(,047 

•445,**l 

*.*0*.000 

7,111.000 

kneael  «ri  ^ragram*  

704. 1t7 

707M 

7M.477 

•  1«J«« 

733430 

7»4.r»4 

432.153 

•29.952 

•oo.ooo 

•30.000 

Scrv>c<  imiyo.wnax  pragrm   

tM.47« 

443.4«a 

•7S.237 

l.l^^.iS* 

I47S4I0 

14I4,«»3 

2432,553 

1.4«9.9«3 

I4»7,000 

1. 5*4 .000 

M.tM 

UJ3* 

••.451 

•3.«3« 

**,523 

••,•25 

79.0O5 

71.000 

7*.000 

Bdv^u^  (ducaawi   

Ul.4«3 

IM.744 

l«4.7M 

l(«.tlt 

1^*.74* 

19*432 

124.77* 

221.««l 

225.000 

230.000 

Educaaon  Iw  Ita  handeaopad   

1J30J41 

l.4«$.««5 

•  .••0.731 

Ml«.«23 

2. 174.35* 

2443.33* 

24*4.070 

2.90042* 

3,177.000 

3.511.000 

l.23e.S27 

i.27t.aao 

•42.0M 

1.000.402 

147*464 

1.100.44* 

1440.7*3 

1,4*2.000 

1.513.000 

Educaaon  natwm  •  Qeala  1000   

— 

— 

— 

— 

— 

— 

— 

1.763 

*l.000 

53*,000 

Da«artrT<an  s<  Agrtcuaura   

4.S«2,0S3 

440e.7«« 

3.104402 

t.S2«.»M 

(.074,735 

*.714.062 

7.154.4*3 

7404.447 

*40I4»4 

*.l92,eiS 

Cnad  fwnon  pragrama  ■  ■   

4.044  J30 

4JM.241 

43>6J«I 

4J77.07t 

(43*.*** 

•.I2«.9*3 

•.S**4** 

7443.*W 

7.*44,7*« 

7.«44.7*« 

AgrcuCwal  MaifcaanQ  UnK» 

360.1  IS 

34«.«70 

342.071 

360,441 

350,*5* 

400.000 

3*«.900 

400.000 

400,000 

400.000 

l$.44( 

••J42 

l«.&44 

10.707 

1*400 

I9,17« 

1(436 

("I 

("1 

Eaamaiad  aducaaen  ihai*  ol  Feraal 

ISIJM 

IttSIl 

•••JOO 

••1.727 

1(7410 

U742I 

1(2.4*0 

110.74* 

15*406 

14742* 

Oapaiimart  of  Pata<iaa  

Ml  JOS 

1.007476 

I4S3.106 

1,1(74U 

I4S0474 

1410.1*8 

1495447 

I42247^ 

Xnot  R.O.T.C   

S7.440 

45J0O 

S3.*30 

sejoo 

S3. 174 

(4.74* 

*4.100 

•5400 

1SS.600 

172.a00 

OvonM*  da<»andar<i  acAooM   

a«4.»4i 

773.310 

•21J«S 

•M.tM 

•«04e3 

•  12416 

•e5,*74 

•49.649 

•55.772 

•  16.64* 

I3S.0I2 

••S.ISS 

133.M4 

IS3,«1( 

23a,638 

229,65* 

279,600 

2a64l9 

2*4,175 

332430 

Oap^C^dE^^"  — -  

lt»3l 

m«i 

1iM3 

H.67^ 

l(43( 

•464 

Enargy  oenaanaaon  tor  acheoi 

bUktnga'*  _  _„   . 

1l.7«l 

I2.^ll 

12.442 

1(413 

14406 

12.5*6 

(,064 

10,535 

10.74* 

7400 

Oapanmar*  al  lln«h  wd  K«nan  Sarvtoaa 

I.SS5.S42 

l.»SIJ24 

I.7a9.02« 

2jge,7«3 

2,M7!l»4 

3J10'400 

4.114.49* 

4,**e.i8i 

S.11*]5S9 

5.1194*9 

I.I30.S42 

l.ra.324 

1.234 J«* 

1. 447.73* 

1.*S1.77S 

240i.aao 

2.77*4M 

341(.*4» 

3434.000 

3.534.000 

Piymana  10  (Ulat  tor  Af  DC  »9m 

— 

— 

SS.S1I 

4M,221 

545.700 

594.1*4 

736.474 

■38.981 

•53.000 

959.000 

Sooal  Sacurtiy  uudart  bana<iu  "   

42S.0O0 

445.000 

4«e.»4« 

4«»414 

4M.719 

51441* 

•01.73* 

*I44S4 

629.559 

•2*4*9 

344.IU 

37*,»4S 

37«J^1 

4434*7 

•44.770 

5I7.««« 

(36,4*3 

4*$.7i* 

493.124 

4*1,797 

Mvwal  Laaaxg  Act  and  o«>ar  lunda: 

'"''"lidiiSLtoJ'srr"*™** 

•7.437 

aa  Ml 

114414 

123411 

131403 

122.045 

106  •24 

21*93 

16.750 

9,0*0 

3(,4SS 

34422 

i4.ao4 

102422 

3t.03( 

4(406 

34403 

3*419 

37,490 

10.170 

kiAan  Edueaaon: 

6«x«au  0^  IrtfkWt  Aflava  tf**^^  

I9S.W4 

231.512 

ite.MS 

452.521 

325.5*2 

36*,*  17 

309434 

411424 

410.922 

JohnaervO-Ualayaaaiatanca"   

22J34 

20.400 

23^000 

*tt4M 

24431 

23400 

22]9*0 

2442* 

24459 

22.*1( 

Edueaaon  aipanaaa  tor  cMfiSran  ol 

Ya«o<w!>ona  NatonW  PaA   

'..473 

5«4 

S20 

53* 

597 

644 

*se 

•a* 

1.000 

1.000 

44MI 

(0.37t 

••.S23 

••4«7 

76460 

•4.734 

107467 

112,447 

12*.*50 

151.000 

Voeakonal  IraMng  aiparwa*  tor 

inj^^^,."^.  ir.y*'*'  — 

•.744 

•.•7« 

•,933 

2.06* 

1.74* 

1.944 

1.725 

1440 

3,000 

4,000 

Oapaianani  a<  Labor    

l,2S*,IM 

tJM«.7Q0 

L271.»«« 

U06.447 

3400,147 

3,70t,3e2 

4440,990 

4.011,1*4 

3.957.600 

4.096.000 

Job  Corpa"  

•TtJM 

7I2JU 

7a>47* 

•0(470 

•2(4» 

•4^4^7 

••4434 

1429400 

l,00*.000 

Trairw^  pra^wM— aatmalad  Iwtdator 

aduaaen  progran»«  

U7»*» 

I.SM.4a2 

IJOOMO 

1.7««,11l 

2.403477 

34*1.703 

3440450 

2.^2^400 

3.000.0W 

Dapaivnart  a<  Trviapertainn**      .  _ 

U 

M 

40 

4« 

31 

•0 

•0 

•0 

•2 

Tukon  Hii-iioea  tor  artradoral 

CoaalOuaidpwaennal*  

u 

M 

40 

4* 

31 

•0 

•0 

•0 

•2 

•2 

Oapanmart  ol  lha  Traaaury   

Est>T<aiad  aducaaen  ihara  et  vanotal 

revanua  thanng.* 
Suia" 

Local    

Tu*en  iiamanca  tor  aducaaenal 

accradaaron 

Oapanma'*  et  Vatarana  ARan   

I3li.2t7 

l*^.lt« 

lUJtl 

107.040 

IM>.000 

33(,(** 

311.7** 

364.1*1 

NoneoaaglaM  and  »06  iramtg 

V     amTn^IbMaaen  tor 

II9.703 

7«J«7 

1244* 

I06.»47 

II2.0M 

IU.74( 

t3*.7«0 

1«t.09« 

1^4.500 

2I64;« 

3*5 .5*7 

29*.132 

34*410 

Oapandanu'  aducaaen><   

een.ariton  and  Irainng  met  tt 

•.•41 

7.734 

•.430 

1.723 

(.•44 

•.10* 

(44« 

(.740 

5.9*1 

5471 

1»t2"   

4S 

•442t 

7475 

Otiar  iganeiaa 

Acpalacriian  Ragtonal  Cenvniaaiert »  .... 

t.32: 

3.321 

S.I4S 

•3 

3.790 

S.IU 

54*3 

2.52« 

2.173 

2.000 

Hauenal  EndowniaM  tor  »ia  AilaX 

4.0M 

4JSC 

4.4«2 

4470 

s.ooc 

5.00C 

S.OOC 

7.117 

2.*50 

4.0M 

4J6C 

4.443 

4!*4 

44K 

(,0OC 

S.0OC 

s.ooc 

7.117 

2.050 

Nauenai  EndOMnaM  tor  Ka 

►*<nan<baa«a   

•24 

•M 

4M 

5*C 

MN 

1.*4i 

271 

•97 

*15 
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TabI*  356.— F*d*r«l  on-budg»t  fund*  for  oducatlon,  by  I«v9l  or  other  •ducatlonal  purpoM,  by  agency  and  program: 
Racal  year*  1965  to  1996— Continued 
(In  twuMnds  o(  MUni 


MM! 


a.iM.795 
4M4n 

ixr 


njseo 


le.iu 

9T»M0 
M.*00 


I0,4S3 
t».»7 
J.1M 
14.808 
12.039 
US,  000 

to«.ioo 

<»») 

(7.701 


*3M0 
12S.100 
MO.MO 
1M.300 

40jn 


1.700 
JM77 


1M,74« 

«3,717 


•92.400 

so.soo 

142.iO0 
3O4.S00 
IM.600 


17.741 
MM 
2.1*3 


1S1.900 
»1S.700 

ist.aoo 

*1.1U 


•57.700 

«a.900 

160.700 
SM.lOO 
233.000 
1(.012 


AMI 
M.101 


220.744 
220.744  114. 
aO.IU  Sl.74t 


t.412,0U 
4M.7M 
T.1W 


1»4J7t 

T. 

•3.737 
3S3 

-•6.4  )• 
-••.4II 


1J2«.»4S 

I74.«a7 


I00.«7« 


l.7«0 
••.3«0 


70JM 
1(.&36 


217J27 
•.7«0 
43.«17 


71JSI 
24J3« 


16.877 
2.i07 
2^7 


2U.S00 
362.000 
402.100 
It.OSI 

•.714 

•2 

«I.(1S 


1744«1 
1*6.0O4 

4.7S0 

2.130 


16.733 
24.1*7 


42-195  97  -7 
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TabI*  356. — F«d«ral  on^udgct  funds  for  •ducctlon,  by  !«v*l  or  other  educatlonai  purpoM,  by  agttncy  and  program:  m| 
Fiscal  yaara  1965  to  1996— ConUnuad 
pn  ttwuMnd*  o(  doava] 
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Tabl*  356.— f*d«ral  on-budo«t  fund*  for  •ducatlon,  by  l«v*l  or  oth«r  •ducatlonal  purpoM,  by  agency 
Fiscal  yoars  1965  to  1996  ConUnuod 
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Tabic  356.— Federal  on-budg«t  funds  for  •ducatlon,  by  l«v*l  or  other  educational  purpose,  by  agency  and  program: 
Fiscal  years  196S  to  1 996— Continued 

(In  tiouMnilt  o<  doUrt) 
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Footnotes 


'  Excludes  S4.440.000.000  lor  (edercJ  support  lor  medicAl  edc- 
cation  bencfUs  under  M«dicar«  In  th«  U.S.  0«partm«nl  o(  Heeltti 
find  Human  S«rvic«s.  Is  not  Included  in  the  total  because  data  be- 
fore fiscal  year  1990  are  rot  available.  This  program  h.u  existed 
since  Medicare  began,  but  was  not  available  as  a  separate  budget 
Item  until  FY  90. 

*  Excludes  $4,900,000,000  tor  federal  support  for  medical  edu- 
catior  bcnefitt  under  Medicare  in  the  U.S.  Department  ot  HeaUi 
and  Human  Services.  Is  not  Included  in  the  total  because  data  be- 
Icre  fiscal  year  1990  are  not  available.  This  program  hatr  existad 
since  Medicare  began,  but  was  not  available  as  a  separate  budget 
item  until  FY  90. 

'Excludes  S5.aS0.000.000  for  fed«ral  support  lor  medical  edu- 
cation benefiu  under  Medicare  in  t^e  U.S.  Department  of  Herith 
and  Human  Services.  Is  not  included  in  the  total  because  daU  be- 
fore fiscal  year  1990  are  rtot  available.  This  program  has  exUed 
since  Medicare  began,  but  was  r^  availabta  as  a  separate  budget 
rtem  until  FY  90. 

*  Excludes  $5,710,000,000  lor  federal  support  for  medical  edu- 
cation benefHs  under  Medicare  in  the  U.S.  Department  o(  Health 
end  Kluman  Services.  Is  not  Irduded  in  the  lotcl  btsause  daU  be- 
kxe  fisca!  yea/  1990  %n  not  aval*ble.  This  program  ha^  existed 
since  Modicare  begv),  but  was  rwt  avalt&^ile  as  a  separate  budget 
Hem  until  FY  90. 

•ExcUxfes  M.1SO.0OO.CO0  cor  ledersi  surport  Kx  m^iical  edu- 
cation benefiU  under  IMsiatn  in  (he  U.S.  Department  o!  HMRh 
and  H  jman  Services.  Is  not  included  In  the  total  because  daU  be- 
fore IHc^  year  1090  are  rot  avatable.  Ihls  program  has  cslsted 
since  Medicare  began,  but  was  not  available  as  «  separate  budget 
item  unll  FY  90. 

•txdudes  $6,650,000,000  lor  federal  support  for  medical  edu- 
cation bertems  undci  Medk»re  ^  the  U.S.  Departme.^  o(  Heaiih 
and  Hun\a.n  Services.  Is  riot  trduOed  in  e>e  total  because  da'x  be- 
fore fiscal  year  1990  erd  rtH  avaKabl«.  This  program  hss  existed 
since  Meoicare  began,  biit  wa«  not  available  ts  e  separate  budget 
item  unti;  90. 

'Estimated.  Excludes  $6  760,OX,000  lor  lederal  support  for 
medical  education  benellu  under  M*dC£re  In  -Jh*  U.S.  Dcpiirtment 
I     of  Health  and  Human  Services.  Is  not  included  in  th«  tot:.!  b«^ 
cause  da'a  t>efore  fiscal  yaar  1P90  are  i>o<  avsJlaWe.  This  prcgr&m 
I     i^as  existed  since  Meciicart  began,  but  was  not  available  as  a  sep- 
I    arata  budget  Mem  until  FY  CO. 

»The  U.S.  Department  ct  EducaUon  was  created  in  May  1930. 
it  lormerly  was  the  Office  of  Education  in  the  U.S.  Depa.invsrj  o» 
Haalth.  Education,  and  Welfare. 

•This  program  was  fwuied  oy  thj  U.S.  Department  ol  Education 
in  FYs  35-81  In  the  llT^pact  Aid  program.  This  program  providas 
for  me  education  o<  dependenu  of  ledertkl  employees  rtaiding  on 
lederal  property  in  cases  where  fre«  public  education  la  unavati- 
8t>(«  in  She  neartjy  community. 

"This  program  Cfwtes  a  national  framewortt  for  education  rt- 
form  and  meeting  the  National  Education  Goale.  TNs  program  in- 
cludes «Te  Schod-To-Work  Opportunities  p.'ogram  which  wiH  im- 
ats  a  nationaf  system  to  be  administered  jointly  by  the  U.S.  De- 


partments of  Education  and  Labor.  Both  depart-nents  are  to  estab- 
lish a  national  Irameworti  within  which  all  sutes  can  create  state- 
wide systems  to  help  youth  acquire  the  knowledge,  skills,  abilities, 
and  tabor  market  inlormatkxi  they  need  to  make  an  effective  tran- 
sltkxi  Irom  school  to  work  or  to  lurther  their  educatkxi  or  training. 

SUrtlng  In  FY  94,  the  Special  MiU  program  wae  included  in 
the  Chlid  NutrtUon  program. 

*s These  commodities  are  purchasrid  under  Section  32  of  trie 
Act  of  August  24,  1935.  lor  us«  In  the  chik)  nutrition  programs. 

**This  program  assisted  in  the  oonstructkin  of  put>lic  facilities, 
such  as  vocatkxial  schools,  ihrough  c^anis  or  k>ans.  No  funds 
hfve  been  appropriated  Sor  this  account  sinco  FY  77,  arx]  H  was 
completely  phased  out  in  FY  34  after  the  monitoring  of  closeouts 
of  projecu  was  completed.  DaU  are  not  avaiiabte  for  prevk>us 
years. 

*4The  U.S.  Department  of  Energy  was  created  in  1977.  II  lor- 
merty  was  the  Energy  Research  arvj  D«vek)pr\ienl  Admlnislraitoo 
ar>d  btfore  that  the  Atomic  Er;«rgy  Commission. 

**Thls  program  was  established  \n  1979.  Fur>ds  were  first  ap- 
propriated Icr  this  program  in  FY  80. 

**The  U.S.  DepiirtmenI  of  Health  and  Human  Sen^s  was  p^rt 
of  tM  U.S.  Department  of  KlMlSh.  Educatk)n.  and  WeKare  unU 
May  1960. 

"  l>»e  Head  Start  program  was  termerly  in  the  Office  of  Eco- 
nomic Opportunity,  end  fund*  were  approprlalad  to  the  U.S.  De- 
partment of  He«n^  Educatton.  and  Welfaro,  Office  of  CtJkS  Devct- 
Opnrw^  beglnnlr>g  in  1072. 

**Tiils  program  was  created  i>y  the  Family  Support  Ad  of  1988. 
K  provides  tor  Shi  Job  Opportunities  c>nd  Basic  SkiUs  Train- 
ing program. 

*<Aftei  age  18,  benefit*  terminate  at  the  end  o>  the  school  temi 
or  in  S  months,  whkd>ever  is  lass. 

*"Thi3  program  provktos  fundir^  for  supplemeni.al  programs  for 
eligible  Irxtian  students  in  public  ;u:hools. 

«'  This  program  linancts  the  cost  of  acedemte.  social,  end  occu- 
pational education  co«trse«  Icr  inmates  in  federal  prison*. 

**The  Job  Corps  program  was  lormerty  in  the  OHice  of  Eco- 
nomk:  Opfjortunity,  ai>d  funds  were  fcppropriaied  to  the  U.S.  De- 
partmer^  of  latw  beginning  in  1971  and  1972. 

2»  Some  of  ihe  work  a.id  Irair^  programs  included  in  this  pro- 
gran  were  In  the  Office  cf  Economic  Opportunity  and  were  irans- 
lerred  to  the  U.S.  Dapariment  of  Labor  In  1971  and  1972.  Begin- 
ning in  FY  94.  tffS  .*>cf<ool-to-Work  Opportunities  program  is  in- 
cluded. This  program  Is  adminlsterod  (oSntly  by  the  U.S.  Depart- 
ments of  Educatkxi  arvd  Lat>or. 

•'The  U.S.  Otpartmen;  of  Trsnsportaticn  was  created  in  1967. 

••This  program  was  Iransferred  from  the  U.S.  Department  of 
the  Treasury  to  the  U.S.  Dapartmen;  of  TransportaUon  in  iSo7. 

••This  program  was  aslaWished  in  FY  72  and  ctosed  in  FY  66. 
The  stales'  share  of  revanuo-sharing  lunds  cooW  not  be  spent 
on  educalton  in  FYs  81-86. 

»The  U.S.  Department  of  Veterans  Aflairs.  formerly  the  Veter- 
ans Administralk^n,  was  created  in  March  1989. 
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Tmbk)  356.— Federal  on-budg«t  funds  for  education,  by  lavcl  or  other  educational  purpose,  by  agency  and  program: 
Fiscal  years  1965  to  1996— Continued 
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**TNs  program  provides  educational  assistance  allowances  in 
order  to  restore  lost  educational  oppoftunitles  to  those  Individuals 
wtwee  careers  were  Interrupted  or  Impeded  by  reason  o(  active 
military  service  between  JaiHiary  31,  1855,  and  January  1,  1077. 
Includes  "Readjustment  BeneflU,'  Chapter  34.  tor  education  other 
than  ooUege  and  also  Includes  the  Veterans  Job  Training  program 
lor  service  persons  and  veterans.  The  Chapter  34  program  dosed 
Decembe<'  31,  1989.  The  Veterans  Job  Training  program  was  put 
In  the  program  PaymenU  to  Sute  Education  Agendas.  Vsterans 
wt>o  were  stiU  eligibie  to  receive  benefits  under  Chapter  34  were 
covered  by  Chapter  30  (The  AN-Volunteer-Foroe  Educational  As- 
sistance program). 

•"This  program  is  in  "RMdJustment  Benefits"  program,  Chapter 
31.  and  covers  the  cosU  of  subsistence,  tuition,  Xxxkx,  supplies, 
and  equipment  for  d4sat>led  veterans  requiring  vocational  rehat>ill- 
Ution. 

**This  program  is  In  the  "Readjustment  Benefits"  program. 
Chapter  35,  and  provides  benefUs  to  children  and  spouses  d  vet- 
erans. 

**The  purpose  d  this  program  is  to  provide  stable  and  perma- 
nent employment  to  thoee  men  and  women  «^  have  served  on 
active  duty  on  or  after  August  2,  1990,  and  are  unemployed. 

**Thls  agency  was  established  March  9,  1965.  First  year  d  ap- 
proprtatlons  was  1966.  The  outlays  were  larger  In  the  years  1970 
and  1975  lor  elementary  and  secondary  education  because  d  the 
oonstnjcilon  d  (acUitiee  lor  vocational  schools. 

*«TNs  agency  was  established  In  1965.  In  1970.  $900,000  was 
appropriated  through  the  Office  d  Education,  U.8.  Depanmeni  d 
Health.  Education,  and  Welfare,  lor  the  National  Endowment  for 
the  ArU.  Arts  in  Education  program. 

**This  agency  was  establiahed  in  1965.  First  year  d  appropria* 
tions  was  1966. 

**The  Economic  Opportunity  Act  d  1964  authorized  10  major 
action  programs,  including  Job  Coipt,  NeightMrtxxxl  Youth  Corps, 
AduK  Literacy,  Wortt  Experience,  College  Worit-Study,  and  Com- 
munity Action  programs,  kKluding  Head  Start,  Fdk>w  Through, 
and  Upward  Bound,  and  authorized  the  establishment  d  Volun- 
teers in  Service  to  America  (VISTA).  These  programs  were  trans- 
ferred to  the  U.S.  Department  d  Health,  Education,  and  Welfare, 
U.S.  Department  d  lubor.  and  the  Action  Agency  In  the  1970s. 
An  act  on  January  4.  1975  esubllshed  the  Community  Services 
Administration  as  the  successor  agency  to  the  Office  d  Economic 
Opportunity. 

*^Head  Start  program  funds  were  transferred  to  tt^  U.S.  De- 
partment d  Health.  Education,  and  Welfare,  Office  d  Child  Devel- 
opment, In  1972. 

Most  d  thsM  programs  were  traruferred  to  the  U.S.  Depart- 
ment d  Health.  Education,  and  Welfare,  Office  d  Education,  In 
1972. 

»The  Job  Corps  programs  ware  transferred  to  the  U.S.  Depart- 
ment d  Labor  In  1971  and  1972. 

*o  These  programs  were  traruferred  to  the  U.S.  Department  d 
Labor  m  1971  and  1972. 


**  These  programs  were  transferred  to  the  Action  Agency  In 
1972. 

*•  Similar  programs  were  Included  In  the  "higher  education"  pro- 
gram In  1965  through  1875. 

*»The  Student  Loan  Reform  Act  d  1893  authorized  a  new  Fed- 
eral Direct  Student  Loan  (FDSL)  program,  recently  renamed  the 
William  D.  Ford  Direct  Loan  program.  This  program  is  a  new 
streamllrMd  lending  system  that  wil  simplify  the  process  d  obtain- 
ing and  repaying  loans  lor  student  and  parent  borrowers  and  wiU 
provide  borrowers  with  greater  choice  in  repayment  ptarts.  The 
FDSL  program  wM  replace  the  FFEL  program  and  be  phased  in 
beginning  with  the  1994-05  academic  year. 

Similar  programs  were  Included  In  the  "higher  education'*  pro- 
gram In  1865  through  1975,  formerly  called  tf>e  "Guaranteed  Stu- 
dent Loan"  program.  The  large  drop  In  FY  94  reflecU  a  $4.78  tA- 
Hon  loan  prepayment  from  the  Student  Loan  MarVtting  Association 
d  Hs  ouUtanding  deiM  to  the  Treasury  Department. 

*•  Negative  amounu  occur  when  program  receipu  exceed  out- 
lays. 

*«Thls  program  was  transferred  from  the  U.S.  Department  d 
Housing  and  Urban  Development  to  the  U.S.  Department  d 
Health,  Education,  and  Welfare.  Office  d  Education,  In  FY  79. 

«'The  Hlslorica>y  Black  Coleges  and  Univcrsfties  (HBCUs) 
Capital  Financing  program  was  authorized  by  the  Higher  Edu- 
cation Act  AmendmenU  d  1982  to  provide  HBCUs  with  private 
Kinds  lor  projecU  such  as  repairs,  renovstton  and  construction  d 
classrooms,  libraries,  laboratories,  domtitories,  lrutnictior\al  equip- 
menL  and  research  Instruments. 

*•  First  year  d  appropriations  lor  this  program  was  1967. 

**  Program  funds  wrers  first  appropriated  for  Tuskegee  Institute 
In  1972. 

•0  The  Sea  Grant  Cdlege  Program  Act  d  1866  esUbllshed  a 
matchir>g  fund  grant  program  that  provides  tor  the  estat><tshment 
d  a  networit  d  programs  in  fiekls  related  to  devekipment  and 
preservation  d  the  nation's  coastal  and  marine  resources.  This 
program  was  transferred  from  the  National  Scier>ce  Foundation  to 
the  U.S.  Department  d  Commerce,  October  1870.  Appropriationt 
began  In  1868. 

**This  program  was  Uanslerred  to  the  U.S.  Department  cl 
Transportation  in  FY  61  by  Public  Uw  87-31,  from  the  U.S.  De- 
partment d  Commerce. 

•■The  U.S.  Department  d  Defense  funds  tor  FYs  80  to  96  ex- 
clude military  pay  and  resen/e  accounU  which  were  included  In 
prevkxis  years.  FY  65  daU  are  not  available  except  lor  serv«e 
academies. 

Included  In  total  above. 

**  Instructkinal  cosU  only  are  Included.  These  Inckide  academ- 
ics, audkTvisual,  academic  computir>g  center,  faculty  training,  mili- 
tary training.  physk;al  education,  and  litxaries. 

**  Includes  special  educatkxi  programs  (miliury  and  civilian): 
legal  educatk)n  program;  ftighl  trakiing;  advanced  degree  program; 
cdlege  degree  program  (offcers);  and  "Armed  Forces  Health  Pro- 
fesskMU  Scholarship"  program. 
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Footnotes — Continued 


»No  lunds  have  be«n  app<opn«i»d  lor  this  program  tine*  FY 

82 

Tfiis  progrmm  rec««vM  lunds  pcrlodicatty. 

»*  Apprcipn«tior«  tWQVl  in  FY  84. 

»•  Appr opnalions  l»g«n  in  FY  89. 

*o  Does  no(  include  higlw  education  assistance  loans. 
Appropriations  began  In  FY  78. 

u  Alcohol,  drug  atxise,  and  mental  health  trair\ing  programs  are 
irx:luded  ttartir^g  In  Tiscal  year  1992. 

"Beginning  in  fiscal  year  1992,  daU  were  included  In  the  Na- 
tional Institutes  ol  Health  trairur^  grants  program. 

Postsecondary  student  beneftu  were  ended  by  the  Omnibus 
Budget  Reconciliation  Act  o(  1981  (Public  Law  97-35)  and  were 
compieieiy  phased  out  by  August  1985. 

"Includes  adult  education,  tribally-controlled  corrwnuriity  col- 
leges, postsecondary  instruction,  and  other  education. 

"This  program  was  translerred  (rem  the  U.S.  DepartfT>ent  o( 
Stale  to  the  International  Communication  Agency  (I.O.)  In  the 
Reorganization  Ptan  No.  2  o(  1977,  which  consolidaled  the  func- 
tions of  the  U.S.  Information  Agency  (U.S.IA)  and  the  U.S.  De- 
partment of  State's  Bureau  of  Educational  and  Cultural  Affairs.  In 
FY  82  the  I.O.  became  the  U.S.I.A. 

This  program  provides  funds  tor  advarced  study  and  research 
projecu  of  the  Russian,  Eurasian,  and  Eastern  European  countries 
by  American  Irutitut'cru  of  higher  education  and  privata  research 
ripms.  Appropriations  began  In  FY  88. 

••This  program  was  transferred  to  the  U.S.  Department  <A 
Transportation  In  FY  81  by  Public  Law  97-31  from  the  U.S.  De- 
partment of  Commerce. 

••Includes  flight  training.  This  program  was  In  the  U.S.  Depart- 
ment of  the  Treasury  In  1965  and  was  transferred  to  the  U.S.  D*- 
partmeni  of  Transportation  In  1967. 

^Includes  ber^eflts  tor  Vletr\am-era  veterar>s  under  Chapter  34 
(Gi  Bill)  ol  the  "Readjustment  Beneflu'  education  arid  training  pro- 
gram. This  program  provides  educational  assistance  allowances, 
pri(T\ariiy  on  a  monthly  basis,  m  order  to  restore  lost  educational 
opportunities  to  those  individuals  whose  careers  were  interrupted 
or  impeded  by  reason  of  active  mUKary  service  between  January 
31.  1955.  and  Jariuary  1.  1977.  This  program  closed  December 
31.1 989  Some  veterans  who  were  stu  eligible  were  put  in  Chap- 
ler  30  (ihe  Ail-Vokjnteer-Force  Educational  Assistance  program). 

"  Includes  service  persons  under  Chapter  34  (01  BM)  of  the 
"Read|ustment  BenefHs'  education  and  tralr>lng  program.  Service 
persons  with  over  180  days  of  active  duty,  ariy  part  of  which  was 
before  January  1,  1977,  are  eligft>te  to  participate  In  this  program. 

"  Includes  post-Vietnam-era  veteraris,  under  Chapter  32,  of  the 
post-Vietnam-era  •Veterans  Education  Aooount*  Provides  edu- 
cation tna  trainirig  assistance  payments  to  veterans  arid  service 
persons  writh  no  active  duty  time  before  January  1 ,  1 977.  Funding 
IS  provided  through  partidparrts'  contrtoutions  whUe  on  active  duty 
and  through  tra/islers  from  the  U.S.  Department  of  Deferise 
(DOO).  Partidpanu'  contributions,  up  to  a  maximum  of  $2,700,  are 
deposited  to  the  fund  prior  to  discl%arge.  When  the  participant  en- 
ters training,  the  monthly  disbursement  from  his  or  her  account  Is 
matched  two  for  one  from  lunds  provided  by  DOO.  Additiorial 
amounts  in  the  form  of  Iricentlve  bonuses  may  also  be  provided 
by  DOD  funds.  The  U.S.  Department  of  Veterans  Affairs  lunds  are 
noi  appropriated  lor  this  program,  so  these  data  represent  obliga- 
lions,  which  are  funded  through  other  agencies  appropriations. 

'3  Public  Law  98-525,  enacted  October  19,  1984  (New  Ql  Bill), 
established  two  new  peacetime  educational  programs:  an  assist- 
arx;e  program  for  veterans  wtio  enter  active  duty  during  the  period 
I    beginning  July  1,  1985.  and  ending  on  June  30.  1988,  arid  an  <s- 
sisunce  program  for  certain  members  of  the  Selected  Reserve. 

"  Chapter  30.  also  caHed  the  Montgomery  Bill,  and  the  new  Ql 
Bill  are  lor  eligible  veterans  wtio  have  agreed  to  have  their  mlllury 
pay  reduced  $100  per  month  for  their  first  12  months  of  active 
j    duty  in  order  to  participate  In  this  program.  The  "Readjustment 
I     Benefits"  account  under  the  U.S.  Department  of  Veterans  Affairs 


pays  only  the  basic  allowance,  up  to  a  maximum  of  $300  per 
month,  tor  tuU-tlrrM  training.  "Supplemerital  Benefits"  are  paid  by 
the  U.S.  Department  of  Defense  (DOO). 

^Chapter  106  is  for  members  of  the  Selected  Reserve.  The  re- 
ser^  componerits  IrKlude  the  Army,  Navy,  Air  Force,  Marine 
Corpe  Reserve,  Army  Natlorial  Guard  una  Air  National  Guard 
urxler  the  U.S.  Department  at  Defense  (DOO),  and  the  Coast 
Guard  Reserve,  which  is  under  the  U.S.  Department  of  Transpor- 
Utlon  (DOT)  when  N  is  not  operating  as  a  senrice  In  the  Navy.  Eli- 
gibla  persons  can  receive  up  to  $140  per  month  for  fuH-time  train- 
ing. The  DOO  and  DOT  pay  lor  this  program,  and  the  U.S.  Depart- 
ment of  Veterans  Affairs  adrninUters  H. 

« Includes  dependents  of  veterans  undefChapter  35,  the  "Re- 
adjustment BenelHs"  education  and  trainirig  program.  Provides 
education  and  trainir>g  t>en«lits  to  deperidents  of  veterans  who 
died  of  a  service -corviected  disability  or  wtK>se  service-connected 
disability  Is  rated  permanent  and  total. 

"These  payments  have  been  made  to  state  education  agen- 
cies for  a  number  of  years  but  were  not  a  separate  budget  item 
until  FY  88. 

'•The  U.S.I.A.  was  called  the  "Inlerriatlorial  Communication 
Agency"  m  FYs  80  and  81. 

'•This  program  was  In  the  "Educational  and  Cultural  Affairs" 
program  In  FYs  80-83,  and  became  an  Independent  program  In 
FY  84. 

•«Thls  program  was  combined  with  the  "educational  and  cul- 
tural affairs"  program  In  FY  77. 

•1  Public  Law  99-661  established  this  program  to  operate  the 
scfiolarship  program  In  tribute  to  the  former  Seriator  from  Arizona. 
The  Foundation  awards  scholarships  and  fellowships  to  outstand- 
ing graduate  and  undergraduate  students  wtiO  Intend  to  pursue 
careers  or  advanced  degrees  in  scierice  or  mathematics.  The 
FouTidation  may  also  award  honoraria  to  outstariding  lr>drviduals 
who  have  made  significant  contributioris  to  Improve  the  Instruction 
of  scierice  ar>d  mathematics  In  secondary  schools. 

••  Appropriations  for  ttils  program  begun  ki  FY  76. 

•»  Public  Uw  99-498  established  this  Institute  as  an  independ- 
ent non-profit  corporation  administered  by  a  Board  of  Toislees. 
The  Instltule  provides  Native  Americans  with  an  opportunity  to  ob- 
tain a  poetseoondary  education  In  various  fields  of  Indian  art  and 
culture. 

**  Public  Laws  99-600  and  99-591  esUbllshed  the  James  Madi- 
son Memorial  Fellowship  Foundation  to  operate  a  fellowship  pro- 
gram to  encourage  graduate  study  of  the  American  Constitution. 
First  year  of  appropriatioris  was  FY  88. 

••This  program  was  transferred  to  the  U.S.  Department  of 
Transportation  In  FY  68  from  the  U.S.  Department  of  Housing  and 
Urt>an  DevelopmenL 

••This  program  was  established  by  the  Juvenile  Justice  arid  De- 
liTiquency  Prevention  Ad  of  1974  to  provide  education  and  training 
and  to  provide  leadersfilp  In  Improving  correctional  programs  and 
practices  In  prisons.  FY  75  had  large  outlays  because  of  the  con- 
struction of  buildings  and  facilities. 

•'  Appropriations  (or  this  program  began  In  FY  70.  TNs  program 
Is  part  of  the  Federal-Aid  Highway  Act  of  1970,  Public  Law  91- 
605. 

••The  Federal  Aviation  Administration,  originally  an  independent 
agency,  was  translerred  to  the  U.S.  Department  of  Transportation 
m  FY  67. 

••Appropriations  began  In  FY  72.  No  funds  have  been  appro- 
priated since  FY  82. 

•0  First  year  of  appropriations  was  FY  70. 

•*The  Natlor\al  Service  Trust  Act  of  1993  established  a  new 
agericy,  the  Corporation  tor  Natlorial  and  Community  Service.  On 
October  1,  1993  ACTION  became  part  of  the  Corporation  lor  Na- 
tional arid  Community  Senrlce.  ACTION  was  establlslied  on  July 
1,  1971.  This  agency  brings  together  a  number  of  volunteer  pro- 
grams. Some  of  these  funds  were  formerty  In  the  Office  of  Eco- 
riomlc  Opportunity. 
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Footnotes — Continued 

•2Th«s«  programs  included  the  Service  Learning  Programs,  •'This  program  was  transferred  Irom  the  General  Services  Ad- 

Univertity  Year  lor  ACTION,  Volunteers  in  Service  lo  America,  ministration  to  the  National  Archives  and  Records  Administration 

Youth  Challenge  program,  and  the  National  Student  Volunteer  April  1965. 

Program  In  FY  1975.  In  FY  80.  programs  induded  were  the  Uni-  eeiNs  progyim  makes  granu  lor  the  promotion  o<  scholarly,  cul- 

versity  Year  lor  ACTJON,  Young  Volunteers  lof  ACTION,  and  Na-  xurai,  and  artistic  exchanges  between  Japan  and  the  United 

tional  Senrice  Learning  programs,  in  fiscal  year  1985,  the  program  sutes.  Appropriations  began  m  FY  76 

programs,  and  in  FYs  89  to  M.  P«>-  m  The  National  Archives  and  Records  Administration  became  an 

grams  Indudwl  were  the  Literacy  Corps  and  the  Stud«>l  Cort>mu-  indeoendent  aoencv  m  Aoril  1985 

nity  Senrices  program,  in  FY  94.  FY  95.  and  FY  96  the  AmeriCorp  .  ^fL^  «. 

program  was  InSided.  This  program  p;ovldes  education  granuS  p            ^'"l^'ri        ••"•""•^  by  the  act  of  July  20.  1970. 

up  to  $4,725  per  year,  lor  up  to  2  years,  to  help  pay  tor  college  .^!*lr'*' 

or  to  repay  student  loans  for  people  age  17  years  or  oider  who  '''^his  program  was  established  by  Congress  to  conduct  and 

pertorm  community  seorice  before,  during  or  after  poatsecondary  aupport  research  and  scholarships  in  the  fields  of  peace,  arms 

control,  and  conflict  resolution.  This  program  began  operation  in 


"The  Federal  Emergency  Management  Agency  was  created  on  February  1&86. 

March  25.  1979.  representing  a  combination  of  five  existing  agen-  '"iiKludes  federal  obligatioos  for  research  and  development 

cies.  The  two  largest  were  the  Defense  CivU  Preparedness  Agen-  centers  administered  by  colleges  and  universities.  FYs  95  and  96 

cy  in  the  U.S.  Department  of  Defense  and  the  Federal  Prepared-  are  estimated. 

ness  Ager^cy  In  the  Ger>eral  Services  Administration.  The  fur>ds  lor  *oa  Total  outlays  for  FYs  65  arnj  70  Irwiude  the  "Research  arv3 

the  Federal  Emergency  Management  Agency  In  FY  70  to  FY  75  Training"  program.  FY  75  includes  the  "National  Institute  of  Edu- 

were  in  the  other  agenciea.  cation"  program.  FYs  80  to  96  Include  outlays  for  the  Office  of 

•*  First  year  of  appropriations  was  FY  68.  Educational  Research  and  Improvement 

**  First  appropriations  for  the  "other  training  programs"  were  In   Q^t^  not  available  or  not  applicable 

the  late  1960s.  These  programs  induda  the  FaU-Out  Shelter  Anal- 
ysis, Blast  Protection  Design  through  1992.  SUrting  In  FY  1993.  NOTE.— Some  data  have  been  revised  Irom  previously  pub- 
eartfv)ual(e  training  and  safety  lor  teacher*  artd  adnWtis^ators  lor  llshed  figures.  To  the  extent  potsibie.  amounu  reported  represent 
grades  1  through  12  are  included.  outlay*  rather  than  obligationa. 

•^The  disaster  relief  program  repairs  and  replaces  damaged 

and  destroyed  school  buildings.  In  FY  94  and  FY  95  funds  were  SOURCE:  U.S.  Department  o«  Education.  National  Center  for 

for  the  repairs  due  to  the  Northridge  Earthquake  ^  Callfomla.  In  Educalkjn  Suiistka.  compiled  Irom  dau  appearing  In  U.S.  Office 

FY  94.  $37.2  miUlon  was  spent  on  school  dlstricu;  $4.2  million  o<  Management  and  Budget.  Budgtt  ot  tht  U.S.  Qov*mm»nt.  fis- 

was  spent  on  community  colleges  and  $43.8  million  spent  on  uni-  cal  years  1967  to  1997;  National  Science  Foundation,  federa/ 

versHles.  In  FY  95,  $74.4  mUUon  was  spent  on  school  dlstricU:  Funds  tor  Rtsearch  vtd  Dtviopmtnt.  fiscal  years  1965  lo  1996; 

$8.4  million  on  community  coUeges  and  $87.6  million  on  colleges  and  unpublished  data  obulned  from  various  federal  agencies, 

and  universities.  (This  Ubte  was  prepared  June  1996.) 

Senator  NiCKLES.  Thank  you,  Mr.  Chairman,  and  I  again  want 
to  thank  our  witnesses,  especially  this  soon.  We  look  forward  to 
making  some  positive  improvements  in  education  this  year. 

Chairman  Domenici.  Senator  Nickles,  would  you  also  like  to  [ 
have  an  answer  to  this  question — if  the  Department  of  Education  j 
can  tell  us  how  much  is  spent  annually,  or,  let  us  say  over  a  3-year 
period — let  us  use  that — on  construction  for  our  public  schools 
across  America,  maybe  that  would  be  helpful. 

Mr.  Smith.  The  President's  plan  is  for  $5  bilHon. 

Chairman  Domenici.  I  understand. 

Mr.  Smith.  At  the  current  time,  we  spend  very,  very  little.  We 
are  spending  

Chairman  DOMENICI.  I  did  not  mean  the  Government;  I  mean 
what  has  been  spent  out  there. 

Mr.  Smith.  Oh — ^what  is  being  spent  out  there  by  the  public  and  \ 
by  the  State  and  local  governments.  \ 

Chairman  Domenici.  Yes.  i 

Mr.  Smith.  I  believe  it  is  around  $20  billion,  $25  billion  a  year,  j 
We  have  $106  billion — or,  I  guess  it  is  $113  billion — estimated  by  3|  8i 
the  GAO  as  the  need;  that  was  estimated  a  couple  of  years  ago.  It 
does  not  count  new  schools.  And  there  is  an  increase  in  the  number 
of  students  coming  into  those  schools,  and  we  estimate  that  be- 
cause of  that  increase,  we  will  need  another  6,000  schools. 

So  we  are  in  the  neighborhood  of  anywhere  between  $110  bilhon 
and  $150  billion  in  need. 

Chairman  Domenici.  Let  me  put  it  another  way.  We  have  a  j 
tendency,  and  politicians  frequently  have  a  tendency — I  will  be  no 
more  specific  than  that — to  tell  the  American  people  we  have  a  new 
program,  and  frequently,  it  is  very  small,  but  it  is  touted  as  being 
something  very  significant,  and  it  makes  great  speech  material, 
and  you  can  keep  putting  it  on  a  list  of  achievements.  But  the  point 
is  that  it  could  be  so  small  that  you  are  just  talking  about  an  issue 
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and  doing  nothing  about  it.  So  I  would  like  to  know  the  relative 
importance  of  $5  bilHon  a  year  in  public  construction,  if  you  could 
give  us  that. 
Mr.  Smith.  Yes. 

Senator  NiCKLES.  Mr.  Chairman,  let  me  kind  of  complete  that 
thought  for  a  second  and  just  give  an  example. 
Chairman  DoMENici.  Sure. 

Senator  Nickles.  In  my  small  State,  our  universities  are  in- 
volved in  raising  hundreds  of  millions  of  dollars — just  a  couple  of 
universities — and  that  is  not  the  common  schools,  and  that  is  prob- 
ably not  the  area  that  has  the  most  dilapidated  school  buildings 
and  structures  and  so  on.  And  then,  I  am  thinking,  well,  wait  a 
minute,  if  we  are  going  to  have  a  Federal  program,  who  is  going 
to  be  lucky  to  get  one,  and  who  is  going  to  be  unlucky  not  to  get 
one.  I  see  lots  and  lots  of  problems,  and  I  think  your  point  is  well- 
made. 

'  My  guess  is  that  there  is  a  mega-billion-dollar  shortage  out  there 
that  someone  could  identify,  and  that  we  will  not  come  close  to 
scratching  the  surface.  And  again,  I  question  whether  it  is  a  Fed- 
eral responsibility.  I  think  we  are  getting  into  something  that 
would  have  no  hmit  on  the  demand  for  the  money  in  this  type  of 
a  program. 

Chairman  Domenici.  Maybe  we  should  do  it  this  way — and  then 
I  want  to  hear  from  these  other  two  Senators — but  what  about  ask- 
ing him  to  provide  for  us  authenticated  evidence  of  the  following: 
How  much  is  spent  every  year  on  public  construction  by  the  public 
schools  of  the  United  States,  and  what  is  the  best  estimate  of  the 
backlog  of  improvements  and  construction  needs  in  the  public  edu- 
cation system. 

Can  you  do  that  for  us? 

Mr.  Smith.  We  can  do  that,  and  if  I  may.  Senator,  I  would  like 
to  also  add  some  sense  about  the  priorities  within  this  area.  That 
is,  there  are  health  priorities,  safety  priorities  and  other  things 
that  might  come  first,  and  $5  billion  spread  over  4  years,  although 
it  is  all  in  this  budget,  would  be  able  to  leverage  $20  billion.  And 
$20  billion  is  a  lot  of  money  in  anybod^^s  terms.  It  does  not  go  to 
the  point  of  ftdly  addressing  this  need  by  any  means,  but  it  does 
put  a  symbol  out  there  of  the  commitment  of  the  United  States  to 
begin  to  improve  the  quality  of  its  schools. 

[The  following  was  subsequently  supf^ied  for  the  record  by  Mr. 
Smith:] 

I 

j  SPENDING  ON  SCHOOL  CONSTRUCTION 

I  Estimates  vary,  but  State  and  local  governments  spend  at  least  $12  bUlion  per 
year  on  public  elementary  and  secondary  school  construction.  The  most  current 
data— for  1996 — are  from  Market  Data  Retrieval  (MDR),  a  subsidiary  of  the  Dun 
&  Bradstreet  Corporation.  MDR  estimates  that  school  districts  began  $11.9  billion 
in  construction  projects  in  1996.  This  figure  includes  only  construction  started  in 

'  1996  (not  the  1996  costs  of  projects  initiated  earlier)  and  does  not  include  projects 

!  under  $100,000.  In  addition,  up  to  about  10  percent  of  districts  may  not  have  re- 

\  sponded  to  the  MDR  survey. 

,  Data  available  from  the  Bureau  of  the  Census,  which  are  more  inclusive,  suggest 
j  a  somewhat  higher  fi^e.  Census  reports  that  total  expenditures  by  State  and  local 
I  governments  for  public  elementary  and  secondary  construction  were  $14.7  billion  in 
j  1991-92.  Unfortunately,  more  recent  Census  estimates  are  not  available  at  this 
time. 
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PRIORITIES  FOR  SCHOOL  CONSTRUCTION 

While  $20  billion  will  not  solve  the  Nation's  school  construction  and  renovation 
needs,  we  believe  that  it  will  help  State  and  local  educational  agencies  meet  some 
of  their  priorities,  and  spur  continued  improvement.  For  example,  according  to  a  re- 
cent GAO  report,  19  percent  of  schools  have  life  safety  code  problems,  27  percent 
have  inadequate  roofs,  and  30  percent  have  inadequate  plumbing.  School  officials 
may  want  to  focus  on  areas  such  as  these  before  addressing  other  concerns. 

We  would  not,  however,  estabUsh  priorities  for  the  types  of  projects  we  subsidize 
under  our  bill — e.g.,  whether  heating  problems  should  have  a  higher  priority  than 
roof  repair  or  electrical  re-wiring.  Local  communities  are  entirely  capable  of  deter- 
mining which  of  their  problems  are  the  most  pressing. 

Chairman  DOMENICI.  Senator  Frist? 

OPENING  STATEMENT  OF  SENATOR  FRIST 

Senator  Frist.  Thank  you,  Mr.  Chairman. 

Yesterday,  I  sent  a  letter  to  the  President  of  the  United  States, 
basically,  encouraging  him  to  not  spend  more  on  welfare,  but  to 
take  whatever  resources  we  see  tomorrow  coming  in  welfare  and 
spend  them  in  an  area  that  really  will  directly  impact  the  future 
of  our  children,  and  that  is  education,  affecting  policies  at  the  pri- 
mary and  secondary  school  level.  There  were  really  three  points 
that  I  was  trying  to  make,  and  I  guess  I  would  like  to  ask  unani- 
mous consent  that  that  letter  be  made  a  part  of  the  record. 

Chairman  DOMENICI.  It  will  be  made  a  part  of  the  record  so  that 
people  will  know  what  I  am  referring  to. 

[Letter  from  Senator  Frist  follows:] 


II 
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Dear  Mr.  President: 

I  am  writing  to  request  that  you  reconsider  the  reported  proposal  in  your  forthcoming  budget 
to  increase  expenditures  for  federal  welfare  programs.  Instead,  I  recommend  transferring  additional 
funds  to  primary  and  secondary  education.  Certainly,  scarce  taxpayer  dollars  are  better  spent  on  our 
children's  future  than  on  extending  the  despair  of  dependency  fostered  by  our  old,  failed  welfare 
system. 

Last  year,  we  joined  together  in  bipartisan  agreement  to  "end  welfare  as  we  know  it"  - 
representing  a  long-awaited  reversal  of  national  social  policy  that  rewarded  dependency  at  the 
expense  of  personal  r.esponsibility  and  self-reliance.  Nothing  punished  single  parents  and  children 
more  than  our  old  welfare  system.  It  was  riddled  with  perverse  incentives  that  discourage  work  and 
marriage  while  encouraging  illegitimacy  and  long-terra  dependency.  Designed  as  a  system  to  help 
children,  it  ended  up  victimizing  the  very  children  it  intended  to  save.  I  applaud  your  courage  and 
compassion  in  signing  this  law,  a  view  shared  by  Americans  across  the  entire  political  spectrum. 

Already,  welfare  reform  has  succeeded  in  reducing  the  dependence  of  America's  poor  on  the 
insult  of  welfare.  In  the  first  four  months  since  welfare  reform  became  law,  Tennessee's  welfare 
caseload  has  dropped  by  roughly  13,000  cases  or  14  percent,  our  lowest  level  in  five  years. 
Moreover,  Tennessee's  success  has  been  mirrored  throughout  the  country.  Nationwide,  welfare 
rolls  have  dropped  18%  since  1994,  with  declines  of  over  20%  in  Texas,  Ohio  and  Michigan. 

Regrettably,  your  proposal  to  mcrease  welfare  spending  is  both  premature  and  unwise.  It 
would  represent  a  retreat  m  our  battle  to  defeat  dependency  and  promote  p>ersonal  responsibility. 
Rather  than  push  forward  with  your  proposal,  I  would  counsel  caution.  The  same  bipartisan  spirit 
that  gave  us  welfare  reform  will  be  just  as  determined  to  address  any  proven  shortcomings  that  may 
emerge  in  this  great  national  experiment  To  sound  the  bugle  of  retreat  so  early  only  shows  a  lack 
of  resolve  that  may  cause  permanent  defeat 

However,  in  urging  that  you  transfer  welfare  expenditures  to  education,  I  emphasize  that  we 
must  turn  away  from  the  failed  policies  of  the  past  and  focus  not  only  on  resources  but  more 
importantly,  on  revitalization  and  results  for  America's  schools,  both  public  and  private. 

If  we  could  end  the  tragedy  of  our  failing  schools  by  simply  spending  more  money,  this  crisis 
would  never  have  occurred.  I  believe  Congress  would  spend  the  money  with  the  enthusiastic  support 
of  the  American  taxpayers.  Even  in  the  context  of  a  balanced  budget,  our  society  is  not  stingy  when 
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it  comes  to  spending  money  on  improving  the  lives  of  our  children.  However,  about  the  only  thing 
we  know  with  certainty  about  the  crisis  in  our  public  schools  is  that  money  alone  will  not  solve  the 
problem. 

In  the  last  35  years,  federal  education  spending  has  increased  from  S825  million  to  over  S30 
billion  -  an  increase  of  3000  percent.  During  this  period  of  explosive  growth,  America's  children 
have  continued  to  score  lower  and  lower  in  math,  science  and  English.  According  to  the  National 
Center  for  Education  Statistics,  more  than  half  of  American  high  school  seniors  lack  a  basic 
knowledge  of  U.S.  history.  Reversing  this  trend  is  one  of  the  next  challenges  facing  America  as  we 
move  toward  the  21st  century.  We  must  have  the  courage  not  only  to  initiate  new  programs  but  to 
discard  existing  programs  that  continue  to  fail  us  and  our  future. 

Fortunately,  as  we  begin  the  long  struggle  of  educational  reform  for  our  children,  we  do  have 
an  educational  model  of  proven  reliability:  our  institutions  of  higher  learning.  I  am  dismayed  at  the 
discrepancy  between  the  success  of  higher  education  in  producing  skilled  professionals  that  are  the 
envy  of  the  world  and  the  failure  of  some  primary  and  secondary  schools  to  produce  well-prepared, 
highly-qualified  graduates.  Obviously,  sach  a  dichotomy  cannot  exist  for  long.  Eventually,  the 
decline  in  our  primary  and  secondary  schools  will  erode  the  performance  of  our  nation's  colleges  and 
universities,  and  with  it  our  standard  of  living. 

Only  a  serious  period  of  iimovation  and  experimentation  will  lead  us  out  of  this  dilemma. 
However,  on  the  federal  level,  we  should  apply  the  basic  principle  that  drives  successful  higher 
education  to  primary  and  secondary  education.  This  basic  principle  is  competition.  America's  public 
colleges  successfully  compete  with  both  religious  and  non-religious  private  institutions.  Federal 
resources  in  the  form  of  grants  and  loans  are  channeled  to  students  and  parents,  and  individuals  and 
families  decide  how  best  to  use  available  federal  resources. 

Oddly,  the  federal  government  spurns  this  faith  in  free  people  and  free  choices  in  its  policies 
for  primary  and  secondary  education.  Our  challenge  is  to  entrxist  parents  to  make  choices  and  seize 
opportunities  for  their  children's  education. 

I  urge  you  to  build  on  the  same  commitment  to  freedom  and  self-respect  you  exhibited  in 
signing  welfare  reform  by  embracing  a  bold  new  vision  for  education  in  the  21st  century  ~  a  j 
partnership  among  parents,  teachers,  students,  and  government  cemented  by  choice  and  competition.  | 

I  stand  ready  to  work  with  you  on  this  great  challenge. 


Senator  Frist.  Number  one  is  that  increased  spending  in  the 
arena  of  welfare  should  not  be  done  now  because  there  has  been  f 
tremendous  success  made — ^in  Tennessee,  we  have  seen  a  14  per- 
cent drop  in  caseload  and  would  like  to  see  those  resources  put, 
really,  into  what  we  are  talking,  I  hope,  about  today. 

My  second  point  is  that  when  we  are  talking  about  scarce  re- 
sources, we  really  should  be  putting  them  into  arenas  that  affect 
and  impact  the  future  of  our  children. 

The  third  point  is  one  that  the  Chairman  mentioned,  and  that 
is  where  these  resources  should  actually  be  placed.  I  would  have 
liked  to  see  much  more  emphasis  last  night  on  the  concept  of  revi- 
talization,  of  looking  for  real  results  in  education,  and  I  look  for- 


Bill  Frist,  W.D. 
United  Stales  Senator 
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I  ward  to  hearing  from  our  panelists  today  about  how  we  can  achieve 
I  that. 

There  is  a  clear-cut  discrepancy  in  our  education  system  today  in 
terms  of  higher  education  and  what  we  see  at  the  K  through  12, 
the  primary  and  secondary  levels.  I  think  the  emphasis  at  least  im- 
plied last  night  in  terms  of  where  we  are  putting  the  resources  is 
at  that  higher  education  level,  and  to  me,  the  real  discrepancy  and 
dichotomy  says  that  we  should  be  putting  those  resources  in  at  the 
primary  and  second  levels. 

Clearly,  if  we  do  not  do  that  now,  if  we  do  not  do  it  soon,  that 
dichotomy  and  that  discrepancy  will  show  up  in  our  higher  edu- 
1  cation  system  in  the  future. 

I  Much  of  our  success  in  higher  education,  I  would  contend,  comes 
not  just  from  the  dollars  spent,  but  from  the  competition,  from  the 
choice. 

Chairman  DOMENICI.  Absolutely. 

Senator  Frist.  And  I  would  like  to  hear  today  from  their  panel- 
ists how  they  envision  that  competition  and  choice  as  applied  to  the 
primary  and  secondary  levels  can  truly  accomplish  and  has  the  po- 
tential to  accomplish  the  strides  we  have  seen  in  higher  education, 
i  but  in  the  K  through  12  level. 
I     Thank  you  very  much,  Mr.  Chairman. 

Chairman  DOMENICI.  Thank  you.  Senator  Frist. 
Senator  Wyden? 

OPENING  STATEMENT  OF  SENATOR  WYDEN 

Senator  Wyden.  Thank  you  very  much,  Mr.  Chairman,  and  I  will 
(I  be  brief. 

I  think  it  is  very  clear  as  we  enter  the  21st  century  that  millions 
of  Americans  are  going  to  get  there  on  the  Internet  rather  than 
walking  over  any  bridge.  We  heard  a  great  deal  last  night  about 

I  technology,  and  I  am  especially  interested  in  having  our  witnesses 
walk  us  through,  for  example,  how  a  small  rural  school  district  in 
my  State — I  have  just  been  visiting  with  some  of  them— would 
have  a  chance  to  tap  the  opportunity  to  pick  up  these  new  tech- 
nologies and  be  in  a  position  to  use  them  in  educational  program- 

li  ming. 

I     I  think  there  is  the  feeling  in  Oregon  that  there  are  several  pro- 
grams available  to  the  State  that  result  from  the  Communications 
'  Reform  Bill  that  was  passed  and  separate  legislation  to  sei-ve  rural 
I  communities.  But,  I  think  there  is  a  concern,  particularly  in  the 
j  rural  West,  that  if  the  distribution  of  technology  is  not  done  care- 
I  fully,  it  will  be  another  example  of  thromng  Federal  money  at  a 
particular  issue  that  v/e  all  think  warrants  some  support.  So  I  hope 
that  we  will  have  a  chance  to  focus  in  particular  on  those  tech- 
'l  nology  questions  this  morning. 
!     I  yield  back. 

Chairman  DOMENICI.  Thank  you  very  much. 
I  think  your  question  is  very  well-put.  You  know,  we  all  look  at 
the  rural  parts  of  our  State — we  all  have  them — and  we  wonder 
when  they  are  going  to  be  revitalized.  I  have  a  theory.  I  have  a  the- 
ory that  small  communities  are  closer  to  an  economic  pay  day  than 
they  have  ever  been,  and  that  is  because  of  telecommunications. 
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Small  towns  will  then  become  just  as  good  a  location  for  small  busi- 
nesses as  the  big  city. 
Senator  Wyden.  That  is  right. 

Chairman  DOMENICL  All  right.  Senator  Durbin  is  going  to  have 
a  chance  when  he  returns,  but  I  am  going  to  go  ahead  and  ask  the 
witnesses  to  give  their  testimony,  with  Marshall  Smith  going 
first — and  that  is  out  of  deference  to  the  Administration,  if  the 
other  two  witnesses  do  not  mind — followed  by  the  other  two  wit- 
nesses in  the  order  that  you  sit  on  his  left. 

We  will  include  your  written  testimony  in  the  record,  and  if  you 
can,  let  us  say  we  would  like  you  to  complete  your  oral  testimony 
in  10  minutes.  We  will  give  you  the  10-minute  signal,  and  you  can 
have  2  minutes  after  that,  so  that  is  12.  Is  that  fair  enough? 

Mr.  Smith.  That  is  fair. 

Chairman  DOMENICI.  All  right. 

Mr.  Secretary,  we  welcome  you. 

STATEMENT  OF  MARSHALL  S.  SMITH,  UNDER  SECRETARY  OF 
EDUCATION,  U.S.  DEPARTMENT  OF  EDUCATION 

Mr.  Smith.  Thank  you,  Mr.  Chairman,  members  of  the  commit- 
tee. I  am  pleased  to  be  here  on  behalf  of  Secretary  Riley.  As  you 
know,  he  is  off  traveling  with  the  President  today,  talking  about 
education,  so  that  he  will  have  his  say  today  as  well,  but  he  will 
have  it  in  Georgia. 

Last  night,  the  President  set  out  a  comprehensive  10-point  plan 
for  education,  and  at  the  heart  of  that  plan  was  a  strategy  for  im- 
proving K  to  12  education  which  I  think  goes  to  some  of  the  issues 
that  you,  Senators,  have  just  raised  about  the  tilt  toward  higher 
education.  In  fact,  if  you  look  at  the  plan,  most  of  the  focus  is  on 
K  to  12  education. 

Here,  he  is  challenging  the  Nation  and  specifically  challenging 
the  Nation  to  raise  all  of  our  4th-graders'  reading  scores  to  a  level 
that  allows  them  to  read  independently,  that  ^lows  them  to  be 
able  to  read  the  science  text,  the  social  studies  text,  the  history 
text,  the  math  text,  that  they  are  asked  to  read  in  4th,  5th,  6th 
and  7th  grade.  We  know  that  if  our  children  do  not  learn  to  read 
independently  by  the  end  of  4th  grade — or  by  the  end  of  3rd  grade, 
even — they  are  much  more  likely  to  fail,  they  are  much  more  likely 
to  drop  out  of  school,  and  they  are  much  less  likely  to  get  into  col- 
lege. 

He  is  also  challenging  the  Nation  to  have  all  students  by  8th 
grade  learn  challenging  mathematics.  Here,  the  President  is  draw- 
ing on  the  Third  International  Math  and  Science  Study  that  was 
just  released,  a  very,  very  powerful  study  which  indicates  that  our 
students  in  mathematics  are  behind  the  international  average. 
They  are  slightly  ahead  of  it  in  science,  but  they  are  clearly  statis- 
tically significantly  behind  it  in  mathematics.  Here,  he  would  like 
every  student  to  reach  at  least  the  international  average,  and  he 
would  like  to  increase  by  large  amounts  the  number  of  our  stu- 
dents who  fall  into  the  top  10  percent  internationally. 

To  stimulate  these  proposals,  to  stimulate  this  chsillenge,  the 
President  has  made  the  dramatic  proposal  of  having  national 
tests — a  national  test  at  4th  grade  for  reading  and  a  national  test 
at  8th  grade  for  mathematics.  These  tests  will  be  geared  against 
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very  challenging  standards,  and  I  have  just  mentioned  a  couple  of 
those  standards. 

The  point  is  to  make  the  standards  movement  in  this  Nation  be- 
come real  by  focusing  on  these  basic  core  skills,  and  the  two  basic 
skills  that  we  all  look  to  as  the  foundation  of  education  in  this 
country,  at  the  two  grade  levels  which  are  absolutely  critical  to  the 
learning  of  these  skills.  As  I  said,  if  4th-graders  do  not  make  it  in 
reading,  they  are  in  trouble,  and  if  8th-graders  do  not  make  it  in 
math,  they  are  in  trouble.  We  must  focus  on  results.  We  must  focus 
on  bringing  all  of  our  children  to  the  point  where  they  are  competi- 
tive. 

I  woxild  be  happy  to  answer  questions  about  any  of  the  10  points 
in  this  proposal,  including  the  testing  plan,  or  any  of  the  questions 
that  the  Senators  asked  in  their  preliminary  statements. 

In  the  meantime,  I  would  like  to  turn  to  my  testimony,  shorten 
it,  focus  on  a  few  of  the  points.  What  I  have  done,  really,  is  cast 
it  around  the  budget  issues,  but  you  will  notice  that  it  pretty  well 
tracks  the  President's  speech  last  night  and  the  surrounding  mate- 
rials. If  I  could  do  that,  I  think  I  can  stay  within  the  10  minutes, 
Mr.  Chairman. 

The  President's  short  argument,  a  three-part  argument  for  ex- 
panding Federal  education  support,  is  compelling.  We  want  to 
make  sure  that  every  8-year-old  can  read  independently.  We  want 
to  make  sure  that  every  12-year-old  can  use  a  computer  to  learn 
and  can  get  onto  the  Internet.  And  we  want  to  make  sure  that 
every  18-year-old  who  works  hard  and  who  deserves  it  has  an  op- 
portunity to  go  on  to  college. 

The  first  point  has  to  do  with  raising  expectations  for  high  stand- 
ards and  has  to  do  with  every  child  learning  how  to  read  and  also, 
incidentally,  every  child  succeeding  in  mathematics. 

As  I  just  mentioned,  when  it  comes  to  success  in  school,  reading 
independently  by  the  end  of  the  3rd  grade  makes  all  the  difference. 
Such  a  child  is  prepared  to  use  his  or  her  reading  skills  to  learn 
history,  literature,  social  studies  and  science  in  later  grades.  A 
child  who  does  not  learn  to  read  well  by  the  end  of  the  3rd  grade 
is  more  likely  to  drop  out  and  risks  a  lifetime  of  diminished  success 
in  school  and  employment. 

That  is  why  President  Clinton  launched  the  "America  Reads 
Challenge"  and  it  is  why  he  proposed  the  4th  grade  reading  test. 
The  "America  Reads"  initiative  would  enlist  and  train  one  million 
tutors  who  would  provide  assistance  after  school,  on  weekends  and 
during  the  summer  for  students  from  kindergarten  to  3rd  grade 
who  are  behind  in  reading. 

President  Clinton's  commitment  to  making  sure  every  child  can 
read  well  and  independently  by  the  end  of  3rd  grade  reflects  his 
continuing  emphasis  on  creating  high  expectations  for  all  students. 
The  Goals  2000  Program,  for  example,  encourages  States  and  com- 
munities to  set  high  standards,  develop  assessments  of  student  per- 
formance linked  to  those  standards,  and  prepare  teachers  to  teach 
to  high  standards. 

In  1998,  we  are  asking  for  $620  milUon  to  expand  Goals  2000  as- 
sistance to  an  estimated  16,000  schools,  an  increase  of  one-third 
over  the  1997  level. 
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Any  lingering  doubts  about  the  need  for  the  kind  of  support  pro- 
vided by  Goals  2000  were  laid  to  rest  by  the  recently  announced 
results  of  the  Third  International  Math  and  Science  Study,  the 
TIMSS  study.  This  study  showed  us  that  differences  in  academic 
performance  are  linked  primarily  to  what  is  taught  and  how  it  is 
taught.  For  example,  math  topics  taught  to  American  8th-graders 
are  taught  at  the  7th  grade  in  many  other  countries,  and  teachers 
in  countries  such  as  Japan  receive  more  hands-on  training  and 
daily  support  for  quality  teaching. 

TIMSS  highlighted  also  the  importance  of  setting  tough  stand- 
ards in  mathematics.  The  findings  of  TIMSS  reinforced  research 
and  development  carried  out  in  the  United  States  over  the  past  20 
years.  Cogmtive  science  and  careful  school  improvement  efforts, 
such  as  "Success  for  All"  and  "Project  Equity,"  make  it  clear  that 
all  children  can  learn  to  far  higher  standards  than  we  currently 
ask  of  them. 

Common  sense  and  thoughtful  studies  tell  us  that  the  content  of 
the  curriculum  is  important.  This  is  not  rocket  science,  folks.  Sure- 
ly, students  will  not  learn  conditional  probability  or  algebra  unless 
they  are  taught  it. 

We  also  know  from  research  that  the  way  you  teach  matters — 
a  point  underscored  by  TIMSS.  Finally,  we  know  that  schools  need 
to  be  safe  and  disciplined  places  in  order  for  children  to  learn.  My 
point  here  is  that  we  do  not  lack  the  knowledge  to  improve  our 
schools,  but  we  often  lack  the  will  and  some  of  the  resources,  and 
that  is  where  the  Department  of  Education  can  help.  Schools  and 
taachers  in  every  State  now  look  to  Goals  2000,  to  Title  I,  to  the 
Eisenhower  Professional  Development  Program,  and  to  the  Safe 
and  Drug-Free  Schools  and  Communities  Program  for  assistance. 

We  also  believe  that  principals  and  teachers  need  the  flexibility 
to  be  innovative  in  their  efforts  to  raise  student  performance.  This 
is  why  the  President  and  Congress  put  waiver  authority  into  our 
elementary  and  secondary  education  legislation,  and  why  we  have 
reduced  regulations  in  this  area  by  over  75  percent  in  the  past  3 
years. 

It  is  also  why  the  President  is  asking  Congress  to  nearly  double 
funding  for  Charter  Schools  to  $100  milHon  in  1988.  This  level 
would  support  planning  and  start-up  costs  for  1,100  schools  to  in- 
crease student  and  family  choice  among  Charter  Schools. 

The  second  theme  is  integrating  technology  into  the  classroom. 
To  help  bring  American  classrooms  into  the  21st  century  and  en- 
sure that  all  students  are  computer-literate,  we  are  proposing  sig- 
nificant increases  for  educational  technology  programs.  The  Presi- 
dent's budget  would  nearly  double  Department  of  Education  spend- 
ing on  the  two  major  educational  technoiogj^  programs,  from  $257 
million  in  1997  to  $500  million  in  1998=  Most  of  these  funds  would 
flow  directly  to  States  to  help  integrate  technology  into  the  class- 
room and  improve  instruction  in  core  academic  subjects. 

In  particular,  the  Technology  Literacy  Challenge  Fund  would 
help  States  and  communities  purchase  computers,  wire  classrooms 
to  the  information  superhighway,  develop  effective  educational  soft- 
ware, and  train  teachers. 

Here  again,  we  have  research  documenting  the  potential  benefits 
of  education  technology.  Our  data  also  show  that  access  to  tech- 
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nology  remains  limited,  particularly  in  communities  where  stu- 
dents need  the  help  the  very  most.  That  is  why  our  educational 
technology  initiative  calls  for  connecting  every  classroom  and  every 
library  in  the  entire  United  States  by  the  year  2000  to  help  ensure 
that  poor  districts  and  schools,  rural  districts  and  centred  cities  are 
not  left  behind  by  the  coming  revolution. 

State  apphcations  for  funding  under  the  Technology  Literacy 
Challenge  must  include  plans  that  explain  how  the  States  will  as- 
sist poorer  districts  with  the  greatest  need  for  education  tech- 
nology. 

In  addition,  we  are  working  with  the  Federal  Communications 
Commission  to  establish  an  "E-rate"  or  "education  rate"  that  would 
offer  at  least  a  50  percent  discount  on  telecommunications  services 
to  nearly  70  percent  of  all  schools,  with  discounts  of  up  to  90  per- 
cent to  schools  with  the  largest  numbers  of  poor  children. 

Schools  also  would  be  able  to  finance  the  rei^ovation  of  facilities 
needed  to  take  advantage  of  educational  technology  through  the 
New  School  Construction  Program.  This  program,  which  would  be 
funded  by  a  one-time  $5  billion  mandatory  appropriation,  would 
pay  for  up  to  one-half  the  interest  costs  on  school  construction 
bonds  or  similar  financing  mechanisms.  It  is  intended  to  leverage 
$20  billion  in  building. 

In  addition  to  technology  upgrades,  schools  could  obtain  financ- 
ing through  this  program  to  make  emergency  repairs  to  correct 
health  and  safety  problems,  to  improve  energy  efficiency,  and  to  en- 
sure access. 

The  final  point  is  making  postsecondary  education  universal. 
President  Clinton  believes  that  one  of  the  best  ways  to  motivate 
improved  student  performance  is  by  raising  educational  expecta- 
tions. 

His  first  proposal  is  to  raise  the  maximum  Pell  Gramt  award 
from  $2,700  to  $3,000.  Increasing  this  maximum  award  would  help 
Pell  Grants  keep  pace  with  rising  postsecondary  education  costs 
while  providing  grant  assistance  to  an  additional  130,000  students. 
We  would  also  change  the  need  analysis  formula  to  provide  more 
equitable  treatment  of  certain  independent  students,  a  proposal 
that  would  make  an  estimated  218,000  additional  independent  stu- 
dents eligible  for  Pell  Grants. 

The  second  initiative,  America's  HOPE  Scholarships,  is  intended 
to  make  2  years  of  postsecondary  education  as  universal  tomorrow 
as  a  high  school  diploma  is  today.  HOPE  Scholarships  will  provide 
a  nonrefundable  income  tax  credit  of  up  to  $1,500  per  student  for 
tuition  and  fee  expenses  during  the  first  2  years  of  postsecondary 
education. 

I  see  my  time  is  nmning  out.  Senator.  I  have  raised  some  issues 
that  I  know  are  concerns  of  Senators,  and  we  can  cover  those,  if 
you  would  just  let  me  reach  a  conclusion. 

These  are  just  a  few  of  the  significant  education  proposals  in  the 
President's  1998  budget.  I  urge  the  members  of  the  committee  to 
take  a  close  look  at  all  of  them  when  the  budget  is  released  tomor- 
row. The  budget  reflects  the  best  research  about  what  works  in 
education.  It  will  help  ensure  that  all  kids  learn  to  read.  It  >yill 
help  schools  in  every  State  implement  improvements  based  on  high 
standards.  It  will  help  States  and  schools  gear  up  for  the  21st  cen- 
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tury  by  bringing  technology  into  the  classroom.  And  it  will  help 
give  every  American  the  chance  to  go  to  college. 

The  Administration  wants  to  work  with  Congress  to  make  all  of 
these  things  happen,  for  the  benefit  of  the  entire  Nation. 

I  would  be  delighted  to  take  any  questions. 

Chairman  Domenici.  Thank  you  very  much,  Secretary  Smith. 

[The  prepared  statement  of  Mr.  Smith  follows.] 

Prepared  Statement  of  Marshall  S.  Smith,  Under  Secretary  of  Education, 
U.S.  Department  of  Education 

Mr.  Chairman  and  members  of  the  committee,  I  am  pleased  to  have  this  oppor- 
tunity to  appear  on  behalf  of  Secretary  Riley — who  is  traveling  with  the  President 
today — to  discuss  the  importance  of  the  Federal  investment  in  education. 

President  Clinton  made  it  very  clear  in  his  State  of  the  Union  address  last 
evening  that  education  continues  to  be  one  of  the  highest  priorities  of  his  Adminis- 
tration. The  President's  commitment  to  education  will  be  reinforced  tomorrow  when 
the  full  details  of  his  1998  budget  are  released.  Several  key  proposals  have  alreadv 
been  made  public,  however,  and  I  believe  a  brief  discussion  of  these  proposals  will 
give  the  committee  a  good  idea  of  the  direction  we  want  to  go  in  education. 

The  President's  short  argument  for  expanding  Federal  education  support  is  com- 
pelling: we  want  to  make  sure  every  8-year-old  can  read,  every  12-year-old  can  use 
a  computer  to  learn,  and  every  18-year-old  who  works  hard  has  the  opportunity  to 
pursue  a  college  education. 

raising  expectations  through  higher  standards 

When  it  comes  to  success  in  school,  reading  independently  by  the  end  of  the  third 
grade  makes  all  the  difference.  A  child  that  learns  to  read  by  the  fourth  grade  is 
prepared  to  use  his  or  her  reading  skills  to  learn  history,  literature,  social  studies, 
ana  science  in  the  later  grades.  A  child  that  doesn't  learn  to  read  well  by  the  fourth 
grade  is  more  likely  to  drop  out  and  risks  a  lifetime  of  diminished  success  in  school 
and  employment.  That  is  why  President  Clinton  launched  the  America  Reads  Chal- 
lenge. And  that  is  why  the  President  is  proposing  a  national  reading  test  for  fourth 
graders — to  assess  the  progress  of  all  students  toward  the  goal  of  reading  independ- 
ently. 

The  America  Reads  initiative  would  enlist  and  train  one  million  tutors  who  would 
provide  assistance  after  school,  on  weekends,  and  during  the  summer  for  K-4  stu- 
dents who  are  behind  in  reading.  The  results  of  America  Reads  would  be  measured 
by  the  National  Assessment  of  Educational  Progress,  with  the  goal  of  significantly 
increasing  the  percentage  of  children — currently  just  60  percent — who  can  read  at 
the  "Basic"  level  by  the  time  they  are  in  fourth  grade. 

I  want  to  emphasize  here  that  the  assistance  offered  through  the  America  Reads 
Challenge  would  be  over  and  above  the  reading  instruction  provided  in  the  regular 
classroom.  We  will  continue  to  support  schools  through  existing  programs,  such  as 
Title  I,  that  reinforce  in-class  readmg  instruction,  and  the  1998  oudget  will  increase 
funding  for  these  programs. 

President  Clinton's  commitment  to  making  sure  every  child  can  read  independ- 
ently by  the  end  of  the  third  grade  reflects  his  continuing  emphasis  on  creating  high 
expectations  for  all  students  in  terms  of  academic  achievement.  The  Goals  2000  Pro- 
gram, for  example,  encourages  States  and  communities  to  set  high  standards,  de- 
velop assessments  of  student  performance  linked  to  those  standards,  and  prepare 
teacners  to  teach  to  high  standards.  In  1998,  we  are  asking  for  $620  million  to  ex- 
pand Goals  2000  assistance  to  an  estimated  16,000  schools,  an  increase  of  one-third 
over  the  1997  level. 

Any  lingering  doubts  about  the  need  for  the  kind  of  support  provided  by  Goals 
2000  were  laid  to  rest  by  the  recently  announced  results  of  the  Third  International 
Mathematics  and  Science  Study,  or  TIMSS.  This  study  showed  that  differences  in 
academic  performance  are  linked  primarily  to  what  is  taught  and  how  it  is  taught. 
More  specifically,  TIMSS  showed  that  higher-level  academic  content-— taught  by 
teachers  with  a  deep  understanding  of  that  content  and  how  to  teach  it — leads  to 
improved  student  performance. 

For  example,  math  topics  taught  to  American  eighth-graders  are  taught  at  the 
seventh  grade  in  many  other  countries,  and  teachers  in  countries  such  as  Japan  re- 
ceive more  hands-on  training  and  daily  support  for  quality  teaching.  TIMSS  high- 
lighted the  importance  of  setting  tough  standards  in  mathematics,  such  as  those 
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proposed  by  the  National  Council  of  Teachers  of  Mathematics,  and  of  making  sure 
teachers  are  prepared  to  teach  to  those  standards. 

The  findings  of  TIMSS  reinforced  other  research  and  development  carried  out  in 
the  United  States  over  the  past  20  years.  Cognitive  science  and  careful  school  im- 
provement efforts,  such  as  "Success  for  All"  and  "Project  Equity,"  make  it  clear  that 
all  children  can  learn  to  far  higher  standards  than  we  currently  ask  of  them.  Com- 
mon sense  and  thoughtful  studies  tell  us  that  the  content  of  the  curriculum  is  im- 
portant— surely  students  wiU  not  learn  conditional  probability  or  algebra  unless 
they  are  taught  it. 

We  also  know  fi-om  research  that  the  way  you  teach  matters — a  point  underscored 
by  TIMSS.  Finally,  we  know  that  schools  need  to  be  safe  and  disciplined  places  in 
order  for  children  to  learn.  My  point  here  is  that  we  do  not  lack  the  knowledge  to 
improve  our  schools — we  often  lack  the  will  and  some  of  the  resources,  and  that's 
where  the  Department  of  Education  can  help.  Schools  and  teachers  in  every  State 
now  look  to  Federal  programs  like  Groals  2000,  Title  I,  Eisenhower  Professional  De- 
velopment, and  Safe  and  Drug-Free  Schools  and  Communities  for  assistance  in  im- 
proving the  quaUty  of  teaching  and  learning. 

We  also  believe  that  principals  and  teachers  need  the  flexibility  to  be  innovative 
in  their  efforts  to  raise  student  performance.  This  is  why  the  President  and  Con- 
gress put  waiver  authority  into  our  elementary  and  secondary  education  legislation, 
and  why  we  have  reduced  regulations  in  this  area  by  over  75  percent  in  the  past 
3  years. 

It  is  also  why  the  President  is  asking  Congress  to  nearly  double  funding  for  Char- 
ter Schools  to  $100  million  in  1998.  This  level  would  support  planning  and  start- 
up costs  for  up  to  1,100  schools  that  increase  student  and  family  choice  among  pub- 
Uc  schools.  Charter  schools  are  created  by  teachers,  parents,  and  other  community 
members  and  are  exempted  fi*om  many  regulations  in  exchange  for  greater  account- 
ability for  improving  student  achievement.  The  Administration's  goal  is  to  stimulate 
the  creation  of  3,000  charter  schools  over  the  next  5  years. 

INTEGRATING  TECHNOLOGY  INTO  THE  CLASSROOM 

To  help  bring  American  classrooms  into  the  21st  century  and  ensure  that  all  stu- 
dents are  computer  Uterate,  we  are  proposing  significant  increases  for  educational 
technology  programs.  The  President's  budget  would  nearly  double  Department  of 
Education  spending  on  the  two  m^or  technology  programs,  fi-om  $257  million  in 
1997  to  $500  million  in  1998.  Most  of  these  funds  would  flow  directly  to  States  to 
help  integrate  technology  into  the  classroom  and  improve  instruction  in  core  aca- 
demic subjects.  In  particular,  the  $425  million  Technology  Literacy  Challenge  Fund 
would  help  States  and  communities  purchase  computers,  wire  classrooms  to  the  in- 
formation superhighway^,  develop  effective  educational  software,  and  train  teachers 
to  make  effective  use  of  educational  technology. 

Here  again,  we  have  research  documenting  the  potential  benefits  of  educational 
technology.  Research  has  shown  that  technology  helps  students  to  master  both  basic 
skills  and  the  challenging  curriculum  demanded  as  we  move  into  the  21st  centurv. 
Our  data  also  show,  however,  that  access  to  technology  remains  limited,  particularly 
in  communities  where  students  need  help  the  most. 

That's  why  the  President's  Educational  Technology  Initiative  calls  for  connecting 
"every  classroom  and  every  library  in  the  entire  United  States  by  the  year  2000. 
To  help  make  this  happen,  State  applications  for  funding  under  the  Technology  Lit- 
eracy Challenge  must  include  plans  explaining  how  the  State  will  assist  poorer  dis- 
tricts with  the  greatest  need  for  educational  technology. 

In  addition,  we  are  working  with  the  Federal  Communications  Commission  to  es- 
tablish an  "E-Rate,"  or  "education  rate"  that  would  offer  at  least  a  50-percent  dis- 
count on  telecommunications  services  to  nearly  70  percent  of  all  schools,  with  dis- 
counts of  up  to  90  percent  to  schools  with  the  largest  numbers  of  poor  children. 

Schools  also  would  be  able  to  finance  the  renovation  of  facilities  needed  to  take 
advantage  of  educational  technology  through  the  new  School  Construction  Program. 
This  program,  which  would  be  fiinded  by  a  one-time  $5  billion  mandatory  appropria- 
tion, would  pay  for  up  to  one-half  the  interest  costs  on  school  construction  bonds 
or  similar  financing  mechanisms.  In  addition  to  technology  upgrades,  schools  could 
obtain  financing  through  this  program  to  make  emergency  repairs  to  correct  health 
and  safety  problems,  to  improve  energy  efficiency,  to  ensure  access  for  individuals 
with  disabilities,  and  to  bmld  new  schools  needed  to  accommodate  growing  enroll- 
ments. 

The  General  Accounting  Office  has  estimated  that  one-third  of  schools  need  either 
extensive  repairs  or  total  replacement.  The  School  Construction  initiative  would  le- 
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verage  $20  billion  over  the  next  4  years  to  jump-start  State  and  local  efforts  in  this 
area. 

The  School  Construction  initiative  is  even  more  critical  when  you  consider  that 
the  GAO  Report  looked  onlv  at  existing  schools  and  did  not  take  into  account  the 
growing  demand  for  new  schools  created  by  booming  elementary  and  secondary  en- 
rollments. The  Department  estimates  that  simply  to  keep  up  with  enrollment  levels, 
the  Nation  will  have  to  build  6,000  additional  schools  by  2006. 

MAKING  POSTSECONDARY  EDUCATION  UNIVERSAL 

President  Clinton  believes  that  one  of  the  best  ways  to  motivate  improved  student 
performance  is  by  raising  educational  expectations.  In  other  words,  every  student 
who  works  hard  should  know  that  he  or  she  has  the  opportunity  to  go  to  college, 
regardless  of  financial  circumstances.  The  President's  1998  budget  request  includes 
three  postsecondary  proposals  that  would  take  the  Nation  a  long  way  toward  this 
goal. 

The  first  proposal  is  to  raise  the  maximum  Pell  Grant  award  fi-om  $2,700  to 
$3,000.  The  Pell  Grant  Program  is  the  foundation  of  student  aid  for  lower-income 
students  and  their  families.  Increasing  the  maximum  award  would  help  Pell  Grants 
keep  pace  with  rising  postsecondary  education  costs  while  providing  grant  assist- 
ance to  an  additional  130,000  students  and  families.  We  also  would  change  the 
need-analysis  formula  to,  provide  more  equitable  treatment  of  certain  independent 
students,  a  proposal  that  would  make  an  estimated  218,000  additional  independent 
students  eligible  for  Pell  Grants. 

The  second  postsecondary  initiative — ^America's  HOPE  Scholarships — is  intended 
to  make  2  years  of  postsecondary  education  as  universal  tomorrow  as  a  high  school 
diploma  is  today.  HOPE  Scholarships  would  provide  a  nonrefundable  income  tax 
credit  of  up  to  $1,500  per  student  for  tuition  and  fee  expenses  during  the  first  2 
years  of  postsecondary  education.  All  students  enrolled  at  feast  half-time  in  a  degree 
or  certificate  program  would  qualify  for  the  credit  in  the  first  year,  while  only  those 
students  who  maintained  at  least  a  "B-"  in  their  first  year  would  qualify  for  the  tax 
credit  in  their  second-year.  The  Department  of  Treasury  estimates  that  4.2  million 
students  would  qualify  for  HOPE  Scholarships  in  1998,  and  that  the  proposal  would 
save  families  $18.6  billion  from  1997  to  2002. 

I  know  that  some  have  raised  concerns  that  HOPE  Scholarships  could  lead  to  two 
kinds  of  inflation — in  tuition  costs  and  student  grades.  We  are  very  aware  of  these 
concerns,  but  believe  that  they  are  overstated.  College  professors  already  face  pres- 
sure to  raise  grades — ^for  example,  from  students  seeking  admission  to  a  top  grad- 
uate or  professional  school.  We  do  not  believe  that  the  HOPE  Scholarship  grade  re- 
quirement, which  affects  only  second-year,  middle-income  students,  will  create 
undue  pressure  on  professors 

As  for  potential  tuition  inflation,  this  is  a  concern  with  any  student  financial  aid 
program.  However,  there  is  little  evidence  over  the  past  three  decades  of  a  relation- 
ship between  Federal  student  aid  and  college  tuition  levels.  In  addition,  fees  at  com- 
munity colleges — ^which  would  likely  be  the  biggest  beneficiaries  of  Hope  Scholar- 
ships— are  heavily  influenced  by  students  who  are  taking  just  one  course  at  a  time 
ana  are  thus  ineligible  for  the  tax  credit. 

The  third  major  higher  education  proposal  is  a  tax  deduction  for  postsecondan^ 
education  tuition  and  fees  for  students  who  choose  not  to  use  or  who  do  not  qualify 
for  the  Hope  Scholarship  tax  credit.  The  maximum  deduction  would  be  $5,000  dur- 
ing a  2-year  phase-in  period,  rising  to  $10,000  in  1999  and  subsequent  years.  The 
deduction  would  be  available  even  if  the  taxpayer  does  not  itemize  other  deductions, 
and  would  benefit  an  estimated  8.1  million  students  in  1998.  Families  would  save 
an  estimated  $17.6  billion  through  2002. 

I  would  make  one  final  point  about  HOPE  Scholarships  and  the  tax  deduction: 
these  are  lifetime  benefits  intended  to  help  students  of  all  ages  pay  for  the  lifelong 
learning  required  for  success  in  our  rapidly  changing,  technology-based  economy. 

CONCLUSION 

These  are  just  a  few  of  the  significant  education  proposals  in  the  President's  1998 
budget.  I  urge  the  members  of  the  committee  to  talce  a  close  look  at  the  entire  De- 
partment of  Education  budget  after  it  is  released  tomorrow.  The  Department's  budg- 
et reflects  the  best  research  about  what  works  in  education.  It  will  nelp  ensure  that 
all  kids  learn  to  read.  It  will  help  schools  in  every  State  implement  improvements 
based  on  high  standards.  It  will  help  States  and  schools  gear  up  for  the  21st  century 
by  bringing  technology  into  the  classroom.  And  it  will  help  give  every  American  the 
chance  to  go  to  college.  The  Administration  wants  to  work  with  Congress  to  make 
all  of  these  things  happen,  for  the  benefit  of  the  entire  Nation. 
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I  would  be  happy  to  take  any  questions  you  may  have  about  the  proposals  dis- 
cussed in  my  testimony. 

Chairman  DOMENici.  We  welcome  you,  Dr.  Hanushek.  I  have 
read  your  remarks  and  am  delighted  to  have  you  here  today  to 
share  them  with  us. 

STATEMENT  OF  ERIC  A.  HANUSHEK,  PROFESSOR  OF  ECONOM- 
ICS AND  PUBLIC  POLICY,  UNIVERSITY  OF  ROCHESTER, 
ROCHESTER,  NEW  YORK 

Dr.  Hanushek.  Mr.  Chairman,  members  of  the  committee,  thank 
you  for  having  me  here  to  testify  today  on  the  role  of  the  Federad 
Grovemment  in  education. 

Virtually  everybody  in  the  United  States  today  recognizes  the 
value  of  education,  and  I  think  it  was  appropriate  the  amount  of 
time  given  to  education  concerns  in  last  night*s  address.  But  in 
part  because  education  is  recognized  as  so  important,  education  is 
often  singled  out  as  an  item  that  might  be  increased  in  the  budget 
even  when  we  are  trying  to  reduce  expenditures  and  balance  the 
budget. 

My  simple  point,  which  runs  through  my  whole  talk  today,  is 
that  just  recognizing  the  importance  of  education  does  not  mean 
that  all  programs  and  all  spending  are  good,  and  that  we  have  to 
be  careful  and  target  what  we  do  with  our  spending,  particularly 
at  the  Federal  level. 

The  major  points  I  want  to  make  today  are,  first,  that  improving 
the  educational  system  of  the  United  States  is  in  fact  vital  to  the 
interests  of  society  and  enhances  individual  abilities  and  earnings, 
and  it  strengthens  the  entire  economy.  But  we  have  seen  that  our 
educational  system  has  not  been  performing  up  to  the  standards 
we  would  hope  and,  as  the  Chairman  pointed  out,  the  biggest  prob- 
lems in  fact  rest  at  the  elementary  and  secondary  level,  not  at  the 
higher  education  level. 

Second,  the  Federal  Government  has  clear  roles  in  ensuring  the 
opportunities  for  disadvantaged  students  and  in  providing  evalua- 
tions and  information  to  schools  to  improve  performance,  neither  of 
which,  I  believe,  has  been  entirely  done  to  the  best  extent  possible 
by  the  Federal  Government  today,  and  those  can  be  improved. 

Third,  the  involvement  of  the  Federal  Government  in  concert 
with  the  States  in  developing  clear  and  challenging  performance 
standards  and  in  measuring  progress  toward  those  is  very  impor- 
tant, and  I  support  the  President's  initiatives  on  that,  but  I  also, 
as  the  President  pointed  out  last  night,  want  to  point  out  that  sim- 
ply noting  that  these  are  important  goals  does  not  ensure  that  they 
are  achieved;  that  takes  extra  work. 

Chairman  Domenici.  Excuse  me.  I  did  not  hear  your  last  re- 
mark. Doctor.  Could  you  repeat  it? 

Dr.  Hanushek.  That  simply  pointing  out  the  goals  and  measur- 
ing progress  toward  them  does  not  ensure  that  we  actually  achieve 
those  goals;  that  takes  extra  effort  on  our  part. 

Chairman  DOMENICI.  In  that  regard— excuse  me— but  I  have 
been  listening  to  all  this,  and  I  wonder,  well,  what  if  I  were  on  a 
school  board.  Wouldn't  I  be  asking  that  the  school  district  that  I 
am  in  charge  of  have  those  kinds  of  goals  now?  I  think  many  al- 
ready do.  I  think  the  problem  is  that  even  though  they  do,  they 
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cannot  achieve  them  for  some  reasons.  Am  I  somewhat  off-base 
there,  or  wrong? 

Dr.  Hanushek.  No,  Mr.  Chairman.  I  think  you  are  absolutely 
correct  that  local  school  boards  in  fact  have  a  real  incentive  and  an 
interest  in  improving  the  performance;  but  as  Secretary  Smith  has 
pointed  out,  we  do  not  always  have  good  information  on  how  well 
our  students  are  doing  in  each  district,  and  many  school  boards  are 
left  in  the  dark  because  they  do  not  have  good  information  about 
either  how  well  students  are  performing  relative  to  what  we  should 
expect  of  them  or  how  much  our  schools  themselves  are  contribut- 
ing over  and  above  what  the  parents  contribute,  and  that  is  a 
tough  problem  that  I  think  we  have  to  work  at. 

Chairman  DOMENICI.  Please  proceed. 

Dr.  Hanushek.  The  fourth  major  point  that  I  would  concentrate 
on  is  the  emphasis  on  higher  education  and  particularly  the  recent 
proposals  for  tax  subsidies  to  families  sending  their  children  to  col- 
lege. 

I  actually  see  very  little  economic  justification  for  this  or  edu- 
cational justification.  It  looks  to  me  like  a  pure  transfer  program 
to  middle-income  parents,  which  may  be  politically  desirable,  but 
it  has  very  little  to  do  with  our  investment  in  education  in  the 
United  States. 

Then,  finally,  I  think  that  the  Federal  Government  has  been  fall- 
ing short  in  providing  the  intellectual  leadership  on  reforming 
schools,  and  I  think  there  are  some  distinct  improvements  that  can 
be  made  there. 

Those  are  my  major  points.  I  can  very  simply  or  quickly  skip 
over — in  my  testimony,  I  talk  about  the  value  of  education.  It  is 
clear  to  everybody  that  people  with  a  college  education  are  succeed- 
ing, and  they  are  doing  much  better  than  people  with  a  high  school 
education.  This  gap  has  grown;  it  has  doubled  between  1975  and 
now  for  returns  to  college  education.  But  that  does  not  tell  us  ex- 
actly what  to  do.  It  says  we  should  be  doing  something. 

The  lesser-known  facts  about  our  education  system  are  the  fol- 
lowing. First,  even  though  the  rewards  have  increased  dramati- 
cally, about  the  same  proportion  of  people  are  completing  school  on 
every  level  as  they  were  20  years  ago,  so  the  proportion  of  people 
graduating  from  lugh  school  and  from  college  has  not  changed  very 
much. 

Second,  we  have  devoted  an  enormous  amount  of  increased  re- 
sources to  improving  the  quality  of  our  schools.  At  the  elementary 
and  secondary  level,  between  1970  and  1990,  the  expenditures  per 
pupil — real  expenditures  after  we  allow  for  inflation — increased  by 
some  70  percent.  Matched  against  that,  our  best  information  about 
the  performance  of  students  says  that  student  performance  did  not 
change  at  all,  but  was  flat.  So  that  we  are  putting  money  in  but 
not  getting  much  out  the  other  end. 

Third,  there  is  such  overwhelming  evidence  that  the  education  of 
the  population  is  extraordinarily  important  to  the  future  success  of 
the  economy.  Most  economists  now  believe  that  education  has  a 
very  important  influence  on  growth  rates  of  nations.  My  own  esti- 
mate suggests  that  there  is  an  extraordinarily  strong  impact  of 
math  and  science  ability  on  growth  rates  of  nations,  which  supports 
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the  idea  that  we  should  emphasizing  providing  better  math  and 
science  instruction. 

Then,  finally,  what  I  think  is  a  lesser-known  fact  that  Secretary 
Smith  emphasized  is  that  the  United  States  does  not  do  very  well 
internationally  on  a  number  of  these  measures.  We  are  in  about 
the  middle  of  the  path  out  of  41  nations  taking  the  recent  Third 
International  Math  and  Science  Test.  So  that  even  though  our 
higher  education  system  seems  to  be  very  successful,  it  is  not  clear 
that  that  can  carry  the  economy  in  the  future. 

Coming  back  to  the  questions  that  Senator  Nickles  raised,  we 
have  to  think  a  little  bit  about  the  role  of  the  Federal  Government. 
We  have,  rightfully  in  my  opinion,  given  most  responsibility  for 
education  to  States  and  localities,  but  the  FederaQ  Grovemment 
does  have  some  clear  roles  where  it  has  an  advantage. 

The  one  and  top  role  that  the  Federal  Government  now  has  in 
much  of  its  spending  programs  is  improving  education  for  the  dis- 
advantaged populations.  Essentially,  distributional  questions  are 
best  handled  at  the  Federal  Government  level,  and  that  is  what 
supports  Title  I  expenditures  and  some  of  the  special  education 
spending  that  Senator  Gregg  mentioned. 

Second,  the  Federal  Government  has  a  distinct  advantage  in  pro- 
viding information  on  what  works  and  what  does  not  and  evaluat- 
ing programs  and  providing  data,  because  it  has  the  right  incen- 
tives to  find  out  what  is  working  and  to  pass  them  where  individ- 
ual States  and  localities  do  not. 

Finally,  I  should  just  link  in  the  Federal  Government — many  of 
the  questions  at  the  elementary  and  secondary  level  in  education 
have  focused  on  the  Gk)als  2000  legislation.  Goals  2000  is  a  com- 
plicated set  of  programs.  The  parts  that  I  think  are  absolutely  right 
on  target  are  the  emphasis  on  high  standards  and  measuring  per- 
formance. The  parts  that  receive  much  more  of  the  funding  as  I  un- 
derstand Goals  2000  and  the  associated  appropriations  have  to  do 
not  so  much  with  what  should  be  accomplished,  but  how  it  is  ac- 
complished, and  providing  various  incentives  and  payments  to  dis- 
tricts to  get  them  to  do  what  we  think  is  right.  I  do  not  think  that 
that  is  the  best  role  for  the  Federal  Government  and  that  that  is 
what  the  Federal  Government  should  be  doing. 

Let  me  quickly,  in  the  time  I  have  remaining,  run  through  sepa- 
rately elementary  and  secondary  education  and  higher  education 
and  what  I  think  the  Federal  Government  might  do. 

The  story  of  results  of  reform  in  public  elementary  and  secondary 
education  is  actually  quite  discouraging.  We  have  been  having 
these  dramatic  increases  in  spending  on  schools  and  in  reform 
ideas  that  have  been  proposed,  and  we  have  not  seen  much  in  the 
way  of  results.  These  findings  cannot  be  explained  away  by  simply 
saying  that  kids  are  tougher  to  educate  today,  or  they  come  with 
more  disadvantage,  more  handicaps.  That  does  not  explain  away 
the  performance. 

In  my  opinion,  one,  single  fact  explains  what  has  been  happening 
in  elementary  and  secondary  education.  U.S.  public  schools  as  they 
are  currently  organized  are  almost  completely  devoid  of  incentives 
for  school  personnel  and  teachers  or  for  students  to  improve  in  per- 
formance. 
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There  are  just  very  few  direct  rewards  that  exist  for  better  stu- 
dent performance.  In  fact,  few  of  our  Grovemment  programs  or  poli- 
cies are  Hnked  at  all  to  student  performance  very  directly.  You 
might  do  better  if  you  do  badly  than  if  you  do  well. 

Now,  the  interest  in  performance  has  led  to  questions  like  should 
we  have  merit  pay  in  schools,  should  we  have  private  contracting, 
should  we  allow  for  charter  schools,  and  should  we  have  vouchers. 
I  note  that  a  number  of  these  issues  were  brought  up  before. 

These  ideas  have  three  elements  in  common.  First,  they  are  con- 
ceptually very  appealing  because  they  do  link  funding  and  re- 
sources to  performance  of  students.  Second,  they  are  politic^ly 
very  difficult  because  any  incentive  system  creates  winners  and  los- 
ers, and  the  losers  have  an  interest  in  not  supporting  new  pro- 
grams. Third,  we  know  very  little  about  the  operations  or  how  to 
define  any  of  these  programs. 

That  leads  me  to  believe  that  there  is  a  sizeable  Federal  role  in 
a  few  aspects.  One  is  that  the  Federal  Government  should  be  much 
more  heavily  involved  in  actual  experimentation  in  the  operations 
of  schools.  It  is  unfortunate,  in  my  opinion,  that  the  Federal  Gov- 
ernment got  away  from  experimentation  in  the  past,  and  it  should 
get  into  this.  Instead  of  having  full-blown  programs  put  into  exist- 
ence, we  ought  to  learn  what  is  going  to  work  before  we  put  every- 
thing into  existence. 

This  also  justifies  a  lot  more  evaluation  on  the  part  of  the  Fed- 
eral Government,  and  part  of  the  evaluation  is  developing  better 
instruments  for  measuring  performance;  I  keep  coming  back  to 
that. 

Then,  finally,  in  terms  of  its  own  programs  that  the  Federal  Gov- 
ernment runs,  we  run  the  Title  I  Program  for  disadvantaged  and 
special  education  programs,  all  designed  to  improve  the  long  run 
outcomes  for  students,  but  none  of  these  progi'ams  are  really  linked 
to  performance,  and  the  payments  in  them  are  not.  In  fact,  you  are 
often  better  off  if  you  have  a  badly  run  program  because  you  have 
bigger  needs. 

I  notice  the  red  light  is  on.  Can  I  take  this  as  partly  to  make  up 
for  the  time  that  you  took,  Mr.  Chainnan? 

Chairman  DOMENIGI.  Well,  I  gave  you  2  extra  minutes  for  what 
I  used,  but  go  ahead  and  take  another  minute. 

Dr.  Hanushsk.  Let  me  quickly  talk  about  higher  education.  I  can 
talk  more  about  elementary  and  secondary  education.  In  higher 
education,  the  U.S.  Higher  Education  System  is  generally  viewed 
as  being  much  more  successful  than  the  elementary  and  secondary 
education.  Therefore,  we  have  taken  the  role  of  Government  much 
more  directly  as  providing  access  to  higher  education,  and  that  is 
what  is  behind  Pell  Grants  and  the  direct  and  guaranteed  loans  of 
the  Federal  Government. 

I  find  the  proposals  made  last  night  quite  off  the  mark  in  terms 
of  educational  proposals.  As  I  understand  it,  a  major  component 
would  be  a  tax  deduction  of  up  to  $10,000  per  year  for  people  with 
family  incomes  under  $100,000,  joint  filers.  It  strikes  me  that  this 
program  has  the  following  characteristics.  One  is  that  it  rewards 
just  the  people  who  are  succeeding  today.  It  rewards  the  people 
who  are  getting  a  higher  income  and  are  already  in  college.  It  has, 
by  all  available  evidence,  little  likelihood  of  changing  access  or  the 
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number  of  people  who  actually  go  to  school,  but  in  fact  will  be 
funds  going  back  to  exactly  the  same  people  who  are  going  to 
school  now. 

It  introduces  a  series  of  complexities  into  the  tax  code  which  I 
think  are  quite  undesirable  and  tend  to  distort  behavior.  We  have 
made  great  progress  in  moving  away  from  the  distortions  of  the 
Tax  Code  in  the  past,  and  I  do  not  think  it  would  be  desirable  to 
put  them  back  in. 

It  has  the  possibility  that  the  net  tuition,  the  price  students  actu- 
ally pay,  just  rises  to  reflect  this  because  at  the  University  of  Roch- 
ester, almost  all  of  our  student  aid  is  purely  need-based,  and  this 
would  cut  down  the  need,  so  that  the  amount  that  students  would 
pay  would  actually  go  up  with  this. 

And  finally,  we  college  professors  do  not  see  much  merit  in  tying 
aid  to  grades  because  I  think  that  will  lead  to  more  distortions  of 
the  way  we  behave  than  improving  student  effort.  The  simple  point 
is  that  providing  access  to  education  is  not  the  same  as  subsidizing 
it.  We  can  do  things  to  provide  access,  like  income-contingent  loans, 
which  are  much  superior. 

Those  are  my  major  points,  and  I  can  give  you  six  sentences  that 
summarize  the  full  message.  First,  there  is  a  vital  national  purpose 
to  be  served  by  improving  and  expanding  our  educational  system. 

Second,  not  every  educational  investment  is  equally  good.  Third, 
our  most  pressing  educational  problems  are  those  at  the  elemen- 
tary and  secondary  levels,  and  the  Federal  Government  can  and 
should  provide  active  leadership  in  developing  performance  stand- 
ards, measuring  performance  and  evaluating  results. 

Fourth,  the  Federal  Government  should  take  a  much  more  active 
role  in  experimenting  with  finding  out  what  kinds  of  programs  and 
particularly  incentive  structures  will  work. 

Fifth,  the  Federal  Government  should  take  a  central  role  in  deal- 
ing with  the  special  problems  faced  by  disadvantaged  students,  but 
it  should  be  more  in  providing  support  for  them  as  opposed  to  try- 
ing to  run  programs  and  say  what  or  how  education  should  be  pro- 
vided. 

Then,  finally,  I  think  that  programs  that  are  unrelated  to  per- 
formance objectives,  particularly  in  elementary  and  secondary 
schools,  or  to  providing  more  access  or  help  to  disadvantaged  stu- 
dents, should  be  very  suspect,  and  I  would  put  the  major  compo- 
nents of  the  tax  incentives  and  deductions  into  that  category. 

Thank  you.  I  am  sorry  I  ran  over. 

Chairman  DOMENICI.  Thank  you  very  much. 

[The  prepared  statement  of  Dr.  Hanushek  follows:] 

Prepared  Statement  of  Eric  A.  Hanushek,  Professor  of  Economics  and 
Public  Policy,  University  of  Rochester 

the  federal  role  in  educational  reform 

I  am  pleased  to  testify  before  you  today  on  the  appropriate  role  of  the  Federal 
Government  in  supporting  education  within  the  United  States.  Virtually  eveirbody 
in  the  country  today  recognizes  the  importance  of  education  for  individuals  and  soci- 
ety. For  this  reason,  educational  spending  is  frequently  singled  out  for  special  treat- 
ment, even  when  there  is  consensus  to  reduce  other  spending  and  to  move  toward 
a  balanced  budget.  But  recognition  of  education's  importance  itself  is  insufficient  to 
guide  educational  policy  by  the  Government.  In  fact,  in  my  opinion  much  of  the  re- 
cent discussion  and  rhetoric  is  leading  us  in  the  wrong  direction  and  will  act  only 
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to  increase  the  level  of  spending  without  ensuring  the  beneficial  results  that  moti- 
vate the  actions. 
The  major  points  I  wish  to  make  are: 

•  Improving  our  educational  system  is  indeed  vital  to  the  interests  of  society,  both 
enhancing  the  opportunities  of  individuals  and  strengthening  our  entire  economy. 
But,  our  educational  system,  particularly  at  the  elementary  and  secondary  level, 
is  not  doing  what  we  should  expect  of  it. 

•  The  Federal  Government  has  clear  roles  in  ensuring  opportunities  for  disadvan- 
taged students  and  in  providing  evaluations  and  information  to  schools  to  improve 
performance,  neither  of  which  it  is  fulfilling  to  the  maximum  extent  possible. 

•  The  involvement  of  the  Federal  Government  in  concert  with  the  States  in  develop- 
ing clear  and  challenging  performance  standards  for  students  and  in  measuring 
progress  toward  them  is  important  but  will  not  by  itself  ensure  success. 

•  Recent  proposals  to  provide  new  tax  subsidies  to  families  of  college  students  have 
little  economic  justification,  because  they  represent  pure  transfers  to  middle  in- 
come families  with  little  hope  of  any  substantial  change  in  access  to  college  or 
completion  of  college. 

•  The  Federal  Government  is  failing  in  its  responsibility  to  provide  intellectual  lead- 
ership in  reforming  our  schools.  Substituting  a  plan  for  developing  new  knowledge 
about  organizational  mechanisms  and  improvements  in  incentives  within  schools 
offers  noticeably  more  hope  than  much  of  the  current  array  of  programs  and  pro- 
posals. 

The  Value  of  Education 

While  it  does  not  require  lengthy  discussion,  it  is  important  to  underscore  the  im- 
portance of  a  high  quality  educational  system.  Our  economy  continues  to  have  a  vo- 
racious appetite  for  skilled  workers.  This  appetite  has  pushed  the  wage  premium 
for  the  median  college  educated  worker  (when  compared  to  the  median  high  school 
educated  worker)  from  40  percent  in  1976  to  80  percent  in  the  1990's.  These  simple 
data  underscore  the  importance  of  education  for  the  productivity  and  wages  of  indi- 
viduals. They  also  provide  insights  into  one  of  the  significant  causes  of  the  well-doc- 
umented widening  of  the  income  distribution — ^the  economy  is  simply  moving  away 
fi*om  less  skilled  workers. 

While  these  facts  are  well-known,  other  important  aspects  are  not.  First,  while 
the  rewards  to  schooling  have  increased,  almost  precisely  the  same  proportion  of 
youth  are  dropping  out  of  school,  are  completing  high  schooling,  and  are  completing 
college  today  as  20  years  ago.  The  amount  of  education  measured  by  years  of  school- 
ing has  been  stagnant.  Second,  we  have  devoted  increasing  amounts  of  resources  in 
real  terms  to  each  student,  but  measured  achievement  has  also  remained  stagnant 
over  the  period.  Real  (inflation-adjusted)  spending  per  student  for  elementary  and 
secondary  schools  increased  by  70  percent  between  1970  and  1990,  yet  student  per- 
formance has  been  flat  or,  perhaps,  falling.  As  the  attached  figure  shov/s,  real 
spending  per  pupil  has  actually  been  rising  at  a  rapid  pace  (3V2  percent  per  year) 
for  an  entire  century.  At  least  for  the  past  quarter  century,  this  is  unmatched  by 
student  achievement;  for  example,  the  performance  of  17-year-olds  on  the  National 
Assessment  of  Educational  Progress  (NAEP)  in  reading,  science,  and  math  shows  no 
improvement  now  when  compared  to  the  early  1970's.  (See  the  attached  figures  on 
performance). 
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Science  Achievement  (NAEP) 

17  y«ar  olds  by  race/ethnidty: 1970-94 
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Third,  both  the  amount  and  the  quaUty  of  the  schooling  of  the  population  affects 
the  overall  health  of  the  economy  and  the  future  well-being  of  society.  Most  econo- 
mists are  now  convinced  that  the  human  capital  of  the  workforce  has  powerful  ef- 
fects on  the  long  term  growth  rates  of  the  economy.  In  fact,  my  own  recent  estimates 
suggest  that  international  differences  in  math  and  science  skills  have  an  amazingly 
strong  relationship  to  international  differences  in  growth  rates.  Fourth,  while  it  is 
common  to  presume  that  the  United  States  is  protected  in  world  competition  by  the 
breadth  and  quality  of  its  educational  system  when  compared  to  other  nations,  there 
is  little  justification  for  this  presumotion.  Many  other  industrialized  and  industri- 
alizing nations  now  offer  educational  systems  with  breadth  comparable  to  that  in 
the  United  States,  and  international  examinations  of  math  and  science  repeatedly 
show  that  high  school  students  in  a  wide  range  of  countries  now  outperform  U.S. 
students.  For  example,  the  recently  released  data  from  the  Third  International 
Mathematics  and  Science  Study  (TIMSS)  placed  U.S.  eighth  graders  in  the  middle 
of  the  pack  for  the  41  nations  reporting  scores.  ^  Our  higher  education  svstem  does 
compete  better  with  those  in  other  countries,  but  we  cannot  count  on  that  superi- 
ority to  carry  the  day  as  the  need  for  skilled  workers  becomes  embedded  ever-deeper 
in  tne  economy. 

These  issues  are  set  out  to  underscore  the  importance  of  attention  to  our  Nation's 
schools  and  to  investment  in  our  youth,  but  they  do  not  indicate  what  governmental 
policies  may  be  appropriate.  I  do  believe  that  they  provide  strong  prima  facie  evi- 
dence that  continuation  and  extension  of  the  policies  of  the  past  are  unlikely  to  be 
successful.  They  also  highlight  the  need  to  focus  our  policy  attention  so  as  to  avoid 
wasting  the  opportunities  that  are  currently  available. 

The  Role  of  the  Federal  Government 

As  we  enter  into  a  new  budget  season,  it  is  appropriate  to  consider  what  the  Fed- 
eral Government  might  do  to  enhance  investments  in  human  capital.  For  a  varietv 
of  reasons,  the  Federal  Government  has  never  had  the  largest  role  in  education  pol- 
icy. States  and  localities  are  the  primary  locus  of  policy  and  support  for  schools  at 
all  levels.  There  is,  nonetheless,  a  series  of  important  things  that  are  best  done  by 
the  Federal  Government. 

It  is  natural  to  look  to  the  Federal  Government  to  deal  with  distributional  issues, 
such  as  how  extra  services  might  be  provided  for  students  entering  school  with  im- 
poverished backgrounds.  If  localities  or  even  States  enter  into  these  activities,  an 
immediate  incentive  is  created  for  higher  income  people  to  move  away  so  as  to  avoid 
the  costs  of  providing  redistribution  of  resources.  Moreover,  the  Federal  Government 
can  act  to  smooth  out  some  of  the  differences  that  may  affect  the  levels  of  invest- 
ment in  youth  from  different  States.  Thus  the  Federal  support  of  elementary  and 
secondary  education  with  Chapter  I  and  special  education  funding  and  of  higher 
education  with  Pell  Grant  funding  is  consistent  with  this  purpose. 

Another  area  where  the  Federal  Government  has  a  comparative  advantage  is  the 
development  of  analysis  and  information  about  best  educational  practices,  about  the 
costs  and  benefits  of  various  programs,  and  about  successful  interventions.  Because 
it  can  collect  data  from  across  the  Nation  and  can  disseminate  the  results  of  re- 
search and  analysis  most  broadly,  the  Federal  Government  should  naturally  take 
on  a  major  role  in  such  activities.  Individual  States  have  too  little  incentive  in  this 
area,  because  they  see  just  the  rewards  to  their  own  schools  and  not  to  the  schools 
in  other  States.  Past  Federal  spending  has  shown  an  emphasis  on  data  collection, 
dissemination,  and  analysis,  but  there  are  serious  questions  about  the  effectiveness 
of  these  expenditures.  I  return  to  this  point  later. 

Another  area  deserves  attention.  The  idea  of  standards-led  reform  has  been 
central  to  the  Goals  2000  legislation  and  to  much  of  the  educational  discussion  of 
the  past  few  years.  In  this  legislation,  the  Federal  Government  has  identified  its  in- 
tention to  work  with  States  on  developing  meaningful  standards.  I  firmly  believe 
that  establishing  meaningful  performance  standards  in  key  curricular  areas  is  very 
important,  as  is  providing  continuing  measurement  of  progress  toward  the  stand- 
ards. This  legislation  has,  however,  been  very  controversial,  in  large  part  because 
it  goes  far  beyond  simply  developing  student  performance  standards  and  measure- 
ment. The  legislation  does  not  stop  at  specifying  "what"  and  enters  into  "how."  A 
major  component  of  funding  centers  on  incentives  to  develop  programs  and  plans 
that  satisfy  general  views  of  ways  to  proceed — i.e.,  how  education  should  be  con- 
ducted at  in  the  States.  Many  States  and  localities  are  rightfully  wary  about  the 
Federal  Government's  being  directly  involved  in  elementary  and  secondary  edu- 


1  U.S.  Department  of  Education,  Pursuing  Excellence:  A  study  of  U.S.  eighth-grade  mathe- 
matics and  science  teaching,  learning,  curriculum,  and  achievement  in  international  context 
(Washington,  DC:  National  Center  for  Education  Statistics,  1996). 
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cation  and  entering  into  decisions  about  the  resources,  programs,  and  processes  of 
schooling.  To  me,  it  is  clear  that  the  Federal  Government  should  work  directly  with 
the  States  to  develop  serious  performance  goals,  but  energies  devoted  to  specifying 
from  Washington  how  these  standards  are  to  be  met  are  misdirected  and  misguided. 

This  does  not  mean  that  the  Federal  Government  cannot  help  the  States.  Even 
if  the  Federal  Government  is  successful  in  working  with  the  States  to  develop  stand- 
ards, nothing  ensures  movement  toward  these  standards.  Simply  announcing  desir- 
able goals,  or  even  providing  accurate  measures  of  results,  is  unUkely  to  lead  to 
their  accomplislunent.  The  actual  education  must  be  done  in  the  States  and  local- 
ities and  there  are  significant  advantages  to  such  decentralization,  but  the  following 
sets  out  what  the  Federal  Government  can  best  provide  to  help  in  reform. 

What  is  Needed^Elementary  and  Secondary  Education 

The  story  of  results  from  efforts  to  reform  public  elementary  and  secondary 
schools  is  discouraging.  The  problems  with  our  current  educational  system  are  much 
more  concentrated  in  the  elementary  and  secondary  schools  than  in  institutions  of 
higher  education,  but  these  schools  nave  not  been  very  susceptible  to  improvement. 
Dramatic  increases  in  funding  and  commitment  to  public  schools  have  had  no  dis- 
cernible impact  on  student  performance.  This  fact  cannot  be  explained  away  bv  kids 
being  harder  to  educate  or  being  less  prepared  for  school.  Nor  can  it  be  explained 
away  by  increased  emphasis  on  special  education  and  handicapped  children,  al- 
though that  has  had  some  impact  on  overall  costs. 

There  seems  to  be  one  simple  but  powerful  explanation  of  the  condition  of  edu- 
cation and  the  inability  to  achieve  real  reform  despite  substantial  effort.  U.S.  Public 
schools  are  almost  completely  devoid  of  incentives  for  school  personnel  and  teachers 
or  for  students  to  improve  performance.  Few  direct  rewards  exist  for  better  student 
performance.  In  fact,  little  in  the  way  of  Government  programs  or  policies  is  linked 
to  student  performance.  Thus,  it  should  not  be  particularly  surprising  that  added 
funds,  added  programmatic  regulations,  or  fiscal  incentives  to  provide  improved 
schooling  have  not  been  very  successful. 

Whether  or  not  to  introduce  various  performance  incentives  lies  behind  some  of 
the  most  heated  policy  debates  of  today.  For  example,  should  we  introduce  merit 
pay,  private  contracting  for  services,  charter  schools,  or  vouchers?  Merit  pay  would 
reward  individual  teachers  more  if  student  performance  is  higher.  Or,  an  extension 
is  merit  schools  which  would  reward  the  entire  school  that  does  well.  Private  con- 
tracting would  bring  outside  organizations  into  the  public  schools  under  an  arrange- 
ment where  their  pay  was  dependent  on  how  well  their  students  perform.  Charter 
schools,  while  varying  widely,  would  permit  new  and  innovative  schools  to  be  oper- 
ated by  nonstandard  groups  in  an  attempt  to  improve  student  performance  by  free- 
ing up  the  organization  and  composition  of  schools.  Choice  and  vouchers  call  for  re- 
sources and  rewards  to  be  directly  related  to  whether  or  not  students  want  to  attend 
a  specific  school. 

Each  of  these  generic  reform  notions  has  three  elements  in  common.  First,  each 
has  the  aopeal  of  relating  rewards  to  performance,  thus  creating  incentives  to  im- 
prove stuaent  outcomes.  Second,  each  is  politically  difficult  to  institute.  One  clear 
element  of  performance  incentives  is  that  not  everybody  working  in  the  schools 
today  will  find  these  incentives  to  their  liking.  Specifically,  there  will  be  both  win- 
ners and  losers,  and  one  would  expect  some  significant  changes  in  the  composition 
of  school  teachers  and  personnel.  This  situation  leads  to  concerted  political  efforts 
by  those  threatened  by  the  new  approaches  to  stop  them.  Third,  there  is  great  un- 
certainty about  each,  because  we  do  not  know  the  best  way  to  design  the  specific 
contracts  and  arrangements  and  because  there  is  the  distinct  possibuity  that  some 
approaches  could  actually  worsen  the  situation. 

Resolving  these  issues  and  instituting  alternative  systems  go  far  beyond  the  man- 
date for  the  Federal  Government  and  are  the  legitimate  province  of  the  States  and 
localities.2  That  having  been  said,  a  sizable  leadership  and  financial  role  remains 
for  the  Federal  Government.  I  believe  that: 

•  The  Federal  Government  should  actively  encourage  experimentation  with  alter- 
native incentive  schemes.^  A  substantial  program  of  experimentation  holds  con- 
siderable promise,  whereas  continuation  of  the  past  ineffective  policies  holds  little. 
It  is  quite  unfortunate  that  past  involvement  in  social  experimentation  by  the 


2  An  extensive  discussion  of  alternative  incentive  schemes  is  found  in  Eric  A.  Hanushek  with 
others,  Making  Schools  Work:  Improving  Performance  and  Controlling  Costs  (Brookings,  1994). 
That  volume,  which  reports  on  the  deliberations  of  a  national  panel  of  experts  on  the  economics 
of  education,  provides  a  detailed  evaluation  of  past  failures  of  educational  reform  efforts. 

3  Encouragement  could  come  either  from  Federally  designed  and  run  experiments  or  from  Fed- 
eral financial  support  for  State-run  experiments  and  evaluation. 
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Federal  Government  has  largely  stopped — because  there  is  a  tendency  instead  to 
move  directly  into  very  costly  policies  with  very  little  real  information.  Such  ex- 
perimentation should,  however,  center  on  incentive  arrangements,  as  opposed  to 
the  more  traditional  focus  on  specific  programs  or  processes  of  instruction. 

•  The  Federal  Government  should  engage  in  much  more  aggressive  evaluation  of 
whatever  performance  incentive  schemes  are  implemented  around  the  country. 
Very  little  knowledge  has  accumulated  about  how  to  design  effective  incentive 
schemes,  in  part  because  evaluation  is  seldom  a  key  component  of  any  attempts 
to  introduce  such  schemes.  When  tried,  the  focus  of  incentive  schemes  has  been 
changing  how  education  is  delivered  in  specific  settings  and  not  so  much  on  what 
general  knowledge  can  be  gained  for  application  elsewhere. 

•  Evaluation  of  programs  impUes  that  the  Federal  Government  should  also  fund 
and  support  better  measurement  of  student  performance — both  the  operation  of 
incentive  schemes  and  the  evaluation  of  their  success  depends  on  accurate  data 
on  outcomes. 

•  The  operational  programs  funded  by  the  Federal  Government  should  themselves 
involve  both  performance  incentives  and  evaluation  activities.  It  seems  clear  that 
some  Head  Start  programs,  some  compensatory  programs  under  Title  1,  and  som.e 
special  education  programs  are  better  than  others  in  terms  of  short-  and  long- 
term  outcomes  for  students.  Yet,  little  if  any  information  has  accumulated  about 
the  design  or  operation  of  particularly  effective  programs.  And,  there  is  no  real 
consideration  of  rewards  or  punishments  for  performance.  A  poorly  run  program 
may  even  be  better  positioned  to  get  additional  funds  and  support  because  its 
"needs"  are  greater. 

The  development  of  appropriate  performance  standards  clearly  fits  into  this  pro- 
gram, because  incentives  and  outcome  measurement  must  be  linked  to  what  we 
hope  to  accomplish.  On  the  other  hand,  as  indicated  before,  the  term  "standards" 
means  many  tnings.  Some  people  tend  to  concentrate  on  the  development  of  stand- 
ards for  the  resources  and  inputs  into  education  and  on  specification  of  the  process 
for  the  conduct  of  education.  These  are  not,  in  my  opinion,  things  the  Federal  Gov- 
ernment can  or  should  be  doing.  While  many  of  these  latter  approaches  give  the  ap- 
pearance of  ensuring  equity  and  of  estabUshing  the  prerequisites  for  high  student 
performance,  the  reality  is  quite  different.  The  reality  is  the  dismal  failure  of  overall 
resource  poUcies  of  the  type  we  have  been  pursuing  for  the  last  quarter  century  and 
more.  Attempts  to  uncover  programs  that  are  uniformly  successful  have  also  failed. 

Deahng  with  the  significant  and  important  performance  differences  that  exist  by 
income,  race,  and  social  class  should  be  an  important  objective  of  the  Federal  Gov- 
ernment. This  point  is  made  clear  by  the  simple  performance  data  shown  previously. 
But  too  often  the  policy  response  to  the  existing  needs  has  simply  been  to  increase 
funding — without  much  consideration  of  what  would  make  the  programs  better.  In 
constant  dollars,  real  spending  on  elementary  and  secondary  education  by  the  Fed- 
eral Government  grew  by  35  percent  between  fiscal  year  1990  and  fiscal  year  1996.^ 
There  is  little  evidence  that  much  in  terms  of  student  outcomes  was  achieved  by 
this  increase.  Changes  in  Federal  programs — either  nationally  or  locally — are  not 
closely  related  to  evidence  on  performance.  The  common  rhetoric  about  accountabil- 
ity is  seldom  translated  into  any  direct  incentives  for  high  performance.  Account- 
ability typically  relates  primarily  to  meeting  fiscal  or  programmatic  objectives,  as 
opposed  to  student  outcome  goals. 

What  is  Needed—Higher  Education 

As  indicated,  U.S.  higher  education  appears  to  do  much  better  than  elementary 
and  secondary  education.  The  quality  of  U.S.  schools  appears  to  pay  off  in  terms 
of  the  training  of  innovative  and  productive  scientists  and  engineers.  It  provides 
highly-skilled  people  that  are  readily  demanded  by  industry  and  business  firms. 
And  customer  satisfaction  is  high.^  Nonetheless,  a  disproportionate  share  of  Federal 
policy  discussions  about  education  has  emphasized  higher  education. 

Given  the  overall  performance  of  U.S.  higher  education,  the  primary  issue  of  both 
State  and  Federal  poHcy  toward  higher  education  has  been  ensuring  access  to 
schools.  Specifically,  the  most  consistent  focus  has  been  providing  a  subsidy  to  the 
cost  of  higher  education.  States  do  this  by  directly  providing  subsidized  institutions 


*U.S.  Department  of  Education,  Federal  SuppoH  for  Education:  Fiscal  Years  1980  to  1996 
(National  Center  for  Education  Statistics,  1996).  In  FY96  dollars,  funding  increased  from  $26.2 
billion  to  $35.2  billion. 

^Many  people  attribute  the  success  of  the  higher  education  system  to  the  considerable  com- 
petition that  exists  among  colleges  and  universities.  While  the  subject  of  some  debate,  this 
might  have  something  to  say  to  the  organization  of  elementary  and  secondary  schools. 


42-195  97  -8 


222 

of  higher  education,  while  the  Federal  component  has  employed  financial  subsidies 
targeted  at  lower  income  students  through  Pell  Grants  and  at  middle  income  stu- 
dents through  direct  or  guaranteed  loans. 

A  m^or  component  of  both  the  last  Presidential  campaign  and  the  public  discus- 
sions of  the  forthcoming  Federal  budget  appears  to  be  an  expansion  of  subsidies  for 
college  attendance.  The  lowest  income  groups  would  see  a  rise  in  the  maximum 
amount  of  their  Pell  Grants,  while  the  middle  income  would  see  a  substantial  ex- 
pansion in  support  through  new  tax  deductions  for  tuition  payments  and  college 
costs.  The  latter  policy  appears  very  misguided  from  an  educational  policy  view- 
point, although  it  may  have  larger  purely  political  appeal. 

Public  reports  suggest  that  the  Administration  will  propose  that  parents  can  de- 
duct up  to  $10,000  per  year  for  college  tuition  if  family  income  is  below  $100,000. 
What  are  the  likely  effects  of  this  or  a  similar  program? 

©  It  rewards  just  those  who  are  already  the  winners,  because  the  economy  already 
confers  very  large  income  advantages  on  people  completing  college. 

«  Available  evidence  indicates  that  it  can  be  expected  to  have  little  effect  on  attend- 
ance, thus  making  it  close  to  a  pure  transfer  program.  Because  it  is  a  deduction 
from  income,  the  value  of  the  subsidy  increases  with  income.  It  has  little  effect 
on  low-income  students,  because  low  income  families  are  much  more  dependent 
on  Pell  Grants.  This  program  would  be  a  straight  middle-class  transfer,  essen- 
tially conferring  a  windfall  gain  on  those  already  sending  or  planning  to  send 
their  children  to  higher  education. 

•  It  introduces  further  distortions  and  complexities  into  the  tax  system,  which  by 
itself  has  undesirable  consequences. 

®  There  will  be  a  tendency  for  this  to  encourage  increases  in  tuitions  and  costs  of 
higher  education,  if  for  no  other  reason  than  much  of  the  aid  currently  given  to 
students  is  strictly  need-based  and  student  fmancial  needs  would  decrease  under 
this  proposal. 

•  Any  linkage  of  support  with  student  grades,  as  has  been  suggested  at  various 
times,  is  likely  to  distort  college  policies  more  than  increase  student  effort  and  1 
performance. 

Access  to  higher  education  is  an  important  issue.  Low  income  families  appear  to : 
be  sensitive  to  the  cost  of  higher  education.  Therefore,  equity  considerations  support  i 
Pell  Grants  and  other  targeted  funding.  But  the  magnitude  of  rewards  for  the  typi- 1 
cal  college  graduate  implies  that  the  costs  can  be  readily  repaid  as  long  as  they  can  j 
be  financed  in  some  way  during  the  schooling  period — ^by  family  help,  by  loans,  by|j 
other  direct  subsidies,  or  by  work.  Middle  and  upper  income  families  already  know  ! 
this,  even  if  the  costs  are  a  temporary  burden.  Surely  parents  of  college  students 
would  like  somebody  else  to  help  share  the  financial  burden,  but  they  are  unlikely 
to  forgo  college  if  they  have  to  pay  for  it  themselves. 

All  of  this  suggests  that  the  previous  proposal  of  this  Administration  for  income- j 
contingent  loans  is  much  more  appealing.  While  there  are  a  variety  of  approaches,! 
the  simplest  would  have  the  Federal  Government  loan  money  to  individuals  for  at- 
tending college  and  would  add  the  appropriate  amount  onto  the  payroll  tax  the  indi- 
vidual subsequently  pays.  The  idea  of  providing  loans  which  would  be  subsequently 
repaid  as  a  percentage  of  the  students  future  earnings  has  much  better  economic^ 
properties.  First,  there  are  some  real  inequities  in  the  current  Financial  Aid  System,? 
because  support  is  directly  keyed  to  a  student's  parental  income  but  only  if  the  stu- 
dent is  dependent  on  the  parents.  Therefore,  if  the  student  is  independent  of  the 
parents,  he  or  she  looks  very  poor  and  in  need  of  support,  regardless  of  the  reality 
of  who  pays  the  costs  or  the  future  benefits.  Past  changes  in  the  treatment  of  inde- 
pendent students  and  proposed  future  changes  face  a  real  policy  conundrum,  be- 
cause independent  students  represent  a  very  heterogeneous  group.  Second,  the  im- 
mediate costs  of  schooling  have  been  rising  faster  than  incomes — and  will  probably 
continue  to  do  so.  Income-contingent  loans  would  provide  families  a  reasonable  way 
of  managing  the  costs.  (I  also  see  no  reason  to  condition  such  loans  on  the  incomes 
of  parents  as  long  as  this  is  a  simple  loan  and  not  a  subsidy,  but  that  is  not  an 
essential  feature  of  such  a  plan).  Third,  it  would  lead  to  better  decision  making  by 
prospective  students,  because  they  have  to  consider  the  costs  and  prospective  bene- 
fits of  higher  education. 

These  programs  of  income-contingent  loans  have  great  appeal.  Indeed,  there  even 
appears  to  be  the  possibility  that  some  privately  funded  versions  of  programs  likei 
this  may  come  into  existence  if  existing  legal  restrictions  are  relaxed.  Essentially 
college  IS  a  good  investment,  and  private  firms  will  be  wilhng  to  take  an  equity 
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share  (subject  to  some  default  risk).^  To  reiterate,  simply  saying  that  "education  is 
good"  does  not  justify  a  urogram  of  pure  income  transfers  such  as  that  being  pro- 
posed. There  are  good  and  bad  ways  to  achieve  national  educational  objectives. 

Conclusions 

The  entire  message  is  easily  summarized. 

First,  there  is  a  vital  national  purpose  to  be  served  by  improving  and  expanding 
our  investment  in  education.  Individuals  and  society  as  a  whole  will  be  better  off 
Moreover,  some  of  our  most  pressing  problems  of  poverty  and  lack  of  opportunity 
could  be  alleviated  by  improved  education. 

Second,  not  every  educational  investment  is  equally  as  good.  In  fact,  much  of  past 
spending  by  Goverment  at  ali  levels  does  not  appear  to  have  been  very  productive, 
and  some  of  the  proposals  for  the  future  offer  little  hope  of  improving  matters. 

Third,  our  most  pressing  educational  problems  are  those  at  the  elementary  and 
secondary  level.  To  deal  with  these,  the  Federal  Goverriment  should  concentrate  on 
providing  significantly  better  information  and  analysis  of  alternative  approaches 
along  with  actively  participating  in  experimentation  and  design  of  incentive  struc- 
[   tures  hnked  to  student  performance. 

i      Fourth,  the  Federal  Government  can  and  should  provide  active  leadership  in  the 

i   development  of  performance  standards  for  students  and  in  the  measurement  of 

j   movement  toward  achieving  these  standards. 

Fifth,  the  Federal  Government  should  take  a  central  role  in  dealing  the  special 
problems  faced  by  disadvantaged  students,  ensuring  that  better  education  is  pro- 

1  vided  at  the  elementary  and  secondary  level  and  that  financial  constraints  on  access 
are  ameliorated.  At  the  same  time,  it  is  necessary  to  strike  a  delicate  balance.  Pro- 
gram funds,  say  for  Head  Start  or  for  Title  1,  should  be  linked  to  student  perform- 
ance. At  the  same  time,  it  is  necessary,  once  the  appropriate  performance  incentives 
have  been  introduced,  for  the  Federal  Government  to  step  back  and  let  the  States 
and  localities  worry  about  how  to  improve  performance.  Funding  should  not  be  ac- 
companied by  Federal  restrictions,  rules,  and  pressures  designed  to  specify  'Tiow" 
as  opposed  to  "what"  is  done. 

Sixth,  the  Federal  Government  should  be  even  more  reticent  to  enter  into  procla- 
mations and  restrictions  that  affect  how  State  and  local  money  is  used.  The  Federal 

'   Government  does  not  know  best.  As  should  be  clear,  my  view  is  that  things  are  not 

•  working  all  that  well  now,  but  it  is  quite  different  from  thinking  that  better  policy 
■   can  be  made  in  Washington, 

;  Seventh,  proposals  that  are  unrelated  either  to  performance  objectives  or  to  con- 
'  cems  about  disadvantaged  groups  should  receive  special  scrutiny,  at  least  if  they 
]   are  to  be  justified  as  programs  aimed  at  improving  our  educational  system.  Tax  de- 

•  ductions  of  the  type  currently  being  discussed  fall  in  this  latter  category.  Whatever 
'   their  political  merits,  their  educational  impacts  are  likely  to  be  exceedingly  small. 

We  should  not  squander  the  broad  public  support  for  improving  education  by  put- 
ting our  energies  and  funds  into  programs  that  will  not  lead  to  true  improvements. 

Chairman  DOMENICI.  Dr.  Hoxby  is  an  associate  professor  of  eco- 
nomics at  Harvard  University.  Dr.  Hoxby,  the  same  rules;  we  are 
!  going  to  let  you  go  longer  than  we  planned  because  we  let  the  other 
.  professor  do  that. 
1     Please  proceed. 

]        STATEMENT  OF  CAROLINE  MINTER  HOXBY,  ASSOCIATE 
j  PROFESSOR  OF  ECONOMICS,  HARVARD  UNIVERSITY 

Dr.  Hoxby.  Thank  you,  Mr.  Chairman. 

^  Mr.  Chairman  and  members  of  the  committee,  I  am  pleased  to 

i  have  the  opportunity  to  testify  today  on  what  is  needed  now  in  edu- 

'  cation  reform  in  the  United  States— in  particular,  how  the  Federal 

[  Government  can  play  a  crucial  role  in  successful  reform. 

fl  I  think  we  have  a  consensus  in  the  United  States  among  parents, 

j|  employers,  college  and  university  educators,  and  even  researchers, 

^  that  our  educational  system  (and  in  particular  the  kindergarten 


®  Private  plans  face  a  variety  of  legal  and  practical  problems  related  to  bankruptcy,  credible 
commitment  of  the  individual,  default  risks,  prohibitions  against  slavery,  and  the  like.  These 
give  the  Federal  Government  a  variety  of  inherent  advantages  in  running  such  a  program. 
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through  12  part  of  our  educational  system)  is  not  hving  up  to  our 
goals. 

There  is  not  very  much  disagreement  about  this  need  for  im- 
proved education  in  America,  but  more  importantly,  I  do  not  be- 
lieve there  has  been  very  much  disagreement  for  many  years. 
Many  Administrations  have  made  education  their  goal,  but  the 
problems  are  still  outstanding. 

The  points  that  I  wish  to  make  today  are  mainly  that  systemic 
reforms  that  increase  performance  incentives  have  the  best  chance 
of  improving  elementary  and  secondary  education.  Expansion  of 
current  programs  and  funding  for  new  programs  that  are  not  part 
of  systemic  reforms,  that  do  not  improve  performance  incentives, 
are  unlikely,  in  my  opinion,  to  improve  student  achievement. 

We  have  tried  to  generously  expand  programs  for  at  least  25 
years,  with  little  success.  Until  very  recently,  we  have  not  tried  or 
sometimes  even  proposed  reforms  that  increase  performance  incen- 
tives, particularly  those  that  increase  incentives  by  increasing 
choice,  such  as  charter  schools,  public  school  choice  and  private 
school  vouchers. 

So  what  I  would  like  to  give  you  today  are  two  things — first, 
some  practical  reasons  why  we  ought  to  focus  on  choice-based  re- 
forms, and  second,  several  pieces  of  evidence  about  the  good  that 
these  reforms  are  capable  of  doing. 

First,  the  practical  reasons.  In  the  past  25  years,  basically  since 
1970,  U.S.  elementary  and  secondary  spending  per  pupil  has  risen 
71  percent  in  real  terms — that  is  adjusted  for  inflation.  This  was 
faster  growth  than  in  other  G-7  countries  over  the  same  period. 
U.S.  schools  also  had  25  years  of  steady  reductions  in  class  size, 
from  22  to  17  in  the  pupil-teacher  ratio;  real  increases  in  teacher 
compensation,  especially  relative  to  college  and  university  profes- 
sors, whom  you  might  think  of  as  a  comparable  group,  and  gener- 
ous funding  that  allowed  schools  to  try  new  programs.  Yet,  student 
achievement  was  flat  in  the  United  States  over  this  period. 

So  the  predicament  for  U.S.  elementary  and  secondary  education  I 
has  not  been  steady  spending  combined  with  falling  achievement, 
as  people  often  think;  rather,  the  predicament  is  that  we  have  had 
rising  spending  combined  with  flat  achievement.  In  other  words, 
we  have  had  opportunities  to  expand  existing  programs  and  try  f 
new  programs,  but  the  money  spent  has  not  been  productive.  In 
short,  we  have  a  productivity  problem. 

My  second  practical  reason  for  focusing  on  choice-based  reforms  ^ 
is  that  much  of  the  generosity  in  funding  in  the  1970  to  1996  pe-  f 
riod  was  made  possible  by  the  small  size  of  the  cohorts  of  students 
who  were  attending  school  during  that  period.  But  the  next  15  ] 
years  will  reverse  this  scenario.  The  large  generation  attending  s 
school  will  make  it  impossible  to  continue  a  rapid  upward  trend  in 
spending.  Many  school  districts  will  have  to  struggle  just  to  main- 
tain spending  at  their  current  spending  levels. 

Therefore,  school  reforms  for  the  next  15  years  should  be  based  S 
on  the  assumption  that  per  pupil  spending  cannot  continue  to  rise 
at  the  pace  of  the  last  25  years.  j 

Wise  school  reforms  for  the  next  15  years,  ones  that  will  be  wide- 
ly adopted  and  sustainable,  will  be  reforms  that  do  not  require  a 
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lot  of  new  spending,  but  reforms  that  get  more  value  from  the 
money  already  spent  in  elementary  and  secondaiy  education. 

Finally,  there  is  a  practical  consideration  for  the  Federal  Govern- 
ment. The  Federal  Government  accounts  for  only  about  7  percent 
of  elementary  and  secondary  spending  in  the  United  States,  and 
much  of  this  spending — more  than  6  percent  of  the  7  percent — is 
devoted  to  what  I  would  describe  as  categorical  forms  of  aid,  that 
is.  Title  I,  disabled  education,  special  education,  bilingual  edu- 
cation, and  school  lunches.  I  think  this  is  appropriate.  This  aid  is 
important  because  it  helps  to  level  the  playing  field  for  schools 
whose  students  have  very  different  degrees  of  need.  In  fact,  if  Fed- 
eral aid  were  fully  fimded  and  fully  portable  among  school  districts, 
it  would  be  instnmiental  in  providing  a  good  foundation  for  many 
choice-based  programs. 

But  the  Federal  Government's  small  share  of  total  spending 
makes  it  clear  that  the  Federal  Government's  role  is  best  used  as 
leverage  to  start  school  districts  and  States  on  reforms  that  they 
themselves  will  be  able  to  sustain  without  direct  oversight.  (The 
charter  school  funding  that  we  have  right  now  is  a  good  example 
of  this). 

So  providing  information,  impetus  and  money  that  makes  the 
transition  to  such  reforms  is  likely  to  be  a  more  productive  role  for 
the  Federal  Government  than  is  simple  program  expansion. 

But  the  main  reasons  for  choice-based  reforms  are  not  really 
these  practical  ones.  Choice-based  reforms  give  incentives  for 
schools  to  perform  and  give  incentives  for  parents  and  students  to 
become  actively  involved  in  their  own  schooling.  Such  incentives 
are  what  have  been  lacking  in  American  elementary  and  secondary 
schools  for  the  past  25  years.  Specifically,  choice-based  reforms 
have  several  benefits  that  I  am  going  to  list  here  and  then  expand  * 
on  just  a  little. 

First,  choice-based  reforms  provide  incentives  that  make  elemen- 
tary and  secondary  schools  use  their  existing  resources  more  effi- 
ciently. We  have  evidence  on  that. 

Second,  they  induce  parents  and  students  to  be  more  actively  in- 
volved in  schooling.  This  turns  out  to  be  very  important. 

Third,  they  are  a  natural  and  what  I  would  describe  as  a  positive 
check — in  other  words,  a  good  check — on  the  monopoly  power  of 
teachers'  unions  in  the  United  States. 

Fourth,  they  are  self-regulating  and  flexible  programs.  They  do 
not  require  any  sort  of  central  authority  to  decide  which  school 
should  be  rewarded  or  which  one  type  of  school  program  is  the  best 
for  all  types  of  students. 

And  finally,  choice-based  performance  incentives  are  really  a  tra- 
dition in  the  United  States;  they  tap  into  Americans'  traditional  be- 
lief in  their  own  ability  to  make  decisions  as  consumers  and  inves- 
tors, and  choice-based  reforms  would  return  some  of  the  lost  choice 
'  among  schools  that  Americans  used  to  have.  The  autonomy  and  the 
number  of  U.S.  school  districts  that  Americans  can  choose  among 
has  decreased  dramatically  since  World  War  IT. 

So  I  would  like  to  give  you  a  bit  of  evidence  on  choice-based  re- 
forms. To  begin,  the  best  and  most  detailed  evidence  we  have  on 
student  achievement  demonstrates  what  the  aggregate  picture  sug- 
gests— that  in  the  absence  of  reforms,  greater  spending  in  elemen- 
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tary  and  secondary  schooling  does  not  have  a  measurable  effect  on 
student  achievement. 

The  productivity  crisis  in  K  through  12  education  is  really  due 
to  years  of  increasing  public  generosity  combined  with  inadequate 
incentives  for  performance  and  for  efficiency.  In  the  absence  of  | 
strong  incentives,  the  additional  revenue  is  often  diverted  to  unpro- 
ductive programs  that  provide  benefits  for  the  school  staff"  rather  • 
than  for  students,  such  as  higher  salaries  and  employee  benefits, 
more  employment,  job  security,  and  fewer  hours  in  the  classroom.  , 

We  must  begin  to  think  about  American  schools  as  producers  and 
apply  to  them  the  same  sort  of  understanding  about  performance 
incentives  that  we  really  automatically  apply  to  businesses  and  to 
other  employers.  i 

Even  the  most  traditional  form  of  choice  in  the  United  States — 
and  that  is  just  parents  choosing  among  school  districts  by  choos-  > 
ing  their  own  residences — does  create  financial  incentives  for 
schools  to  be  more  efficient.  There  is  evidence  that  shows  that  met- 
ropolitan areas  where  it  is  easier  for  households  to  choose  among 
school  districts  have  substantially  lower  costs  for  any  given  level  of  ^ 
student  achievement.  In  fact,  what  they  have  is  higher  achieve- 
ment but  lower  costs  per  unit  of  achievement. 

In  many  areas,  though,  households  do  not  currently  have  enough 
choice  among  districts  to  give  schools  strong  financial  incentives  for  |  i 
performance  and  efficiency.  This  is  where  programs  like  charter  j  j 
schools  and  open  enrollment  programs,  also  called  public  school  |  j 
choice  programs,  can  help  by  improving  incentives,  because  these  j  j 
programs  improve  incentives  for  public  schools  and  not  merely  for  \  t 
the  schools  that  are  the  charter  schools.  Everyone,  not  merely  the 
students  who  use  the  programs,  can  benefit  from  them.  i  5 

Charter  school  programs  tend  to  be  the  most  helpful  where  one 
or  a  few  large  districts  dominate  an  area,  leaving  parents  with  very  j 
few  choices.  Open  enrollment  programs  tend  to  be  most  helpful  1- 
where  one  district  dominates  an  entire  type  of  housing,  such  as  i  ^ 
low-income  housing,  leaving  parents  who  are  in  that  residential  j  p 
category  with  very  few  choices.  j| 

Evidence  also  shows  that  reducing  households'  cost  of  attending 
private  schools  creates  financial  incentives  for  public  schools  to  per-  [  | 
form  and  be  more  efficient.  Research  demonstrates  that  areas  \  [ 
where  it  is  less  expensive  for  parents  to  send  their  children  to  pri-  1  tj, 
vate  schools  because  tuition  is  more  highly  subsidized  have  public  3  5 
schools  with  significantly  higher  achievement  at  lower  cost.  g  ^ 

Private  school  competition  for  public  schools  is  particularly  help-  d  | 
fill  in  central  city  areas  where  parents  often  have  very  little  choice 
among  public  schools.  There  is  evidence  that  the  students  most  (  ( 
likely  to  benefit  from  means-tested  subsidies  for  private  school  tui-  \\  | 
tion  in  the  current  policy  range,  which  is  up  to  about  $2,000,  are  ;  | 
really  those  students  from  disadvantaged  backgrounds — children  ^ 
whose  parents  do  not  have  high  school  degrees,  children  who  be- 
long to  minority  groups.  a 

In  fact,  subsidies  for  private  school  tuition  have  much  less  effect  t  ^ 
in  suburban  areas  than  they  do  in  central  city  areas.  (The  idea  that  l  J 
the  effect  would  be  greater  in  suburban  areas  is  a  misconception.)  t;  | 
The  reason  is  that  many  households  in  suburban  areas  have  al-  /  | 
ready  made  an  effort  to  choose  a  school  district  that  they  like  and  1  1 
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'  that  spends  quite  a  lot  more  than  the  private  school  to  which  they 
could  send  their  children  with  a  tuition  voucher. 

Therefore,  we  have  evidence  that  private  school  tuition  vouchers 
that  would  be  strongly  means-tested — in  other  words,  not  for  well- 
off  parents — are  likely  to  not  only  benefit  the  students  who  are  able 
to  take  advantage  of  them  by  attending  private  schools,  but  can 
also  improve  the  lot  of  public  school  students  because  the  vouchers 
could  improve  public  schools'  incentive  for  performance  and  effi- 
ciency. 

Finally,  private  school  tuition  vouchers  need  not  cost  taxpayers 
any  additional  amount,  and  this  is  because  a  well-constructed 
voucher  will  remove  students  from  the  public  budget  faster  than 
funds  are  removed  from  the  public  school  system. 

Now  I  would  just  like  to  give  you  a  little  bit  of  evidence  on  par- 
:  ents'  response  to  choice-based  reforms.  Parental  involvement  is  one 
of  the  few  things  that  does  have  a  powerful  effect  on  student 
achievement.  We  have  evidence  that  in  metropolitan  areas  where 
it  is  easier  for  parents  to  choose  among  school  districts,  parents  are 
more  likely  to  attend  school  meetings,  be  involved  in  school  policy- 
making, and  discuss  curriculum  choices  with  their  children  and  the 
1  school. 

I  Empirical  evidence  also  shows  that  when  parents  get  more  in- 
"  volved  in  their  schools,  they  tend  to  ask  for  the  things  that  they 
say  they  want  out  of  schools— more  demanding  academics  and 
stricter  discipline.  In  other  words,  we  can  trust  parents  as  inves- 
tors in  their  children's  education,  and  when  given  the  opportunity 
to  choose,  they  are  likely  to  choose  better  schools. 

Finally,  I  would  like  to  give  you  a  bit  of  evidence  on  the  relation- 
ship between  choice-based  reforms  and  unions.  Unlike  private  sec- 
tor unions,  which  are  constrained  by  competition  to  keep  their 
members'  productivity  high,  unions  in  the  public  schools  are  insu- 
lated from  competition.  Unionized  teachers  are  insulated  by  tenure 
rules  fi'om  having  to  compete  with  the  typically  long  queues  of  ap- 
plicants for  public  school  teaching  jobs.  Public  school  unions  are 
also  insulated  fi'om  market  pressures  because  many  public  schools 
just  do  not  face  enough  competition  or  strong  financial  incentives 
for  efficiency.  The  evidence  shows  that  schools  that  unionize  make 
less  productive  use  of  the  resources  that  they  have  after  unioniza- 
i  tion.  In  fact,  nonunionized  schools  in  the  United  States  do  not  have 
i  a  productivity  crisis  to  nearly  the  same  degree  as  unionized 
I  schools.  Additional  spending  there  does  improve  student  achieve- 
I  ment. 

j     In  fact,  since  the  period  of  unionization  coincides  with  the  period 
j  of  the  productivity  crisis  in  elementary  and  secondary  schooling,  it 
is  difficult  not  to  see  a  link  between  unions  and  the  fact  that  ele- 
mentary and  secondary  schools,  despite  increasing  funds,  have  not 
improved  achievement  significantly  for  25  years. 
Finally,  the  evidence  shows  that  competition  among  public 
\\  schools,  or  between  private  and  public  schools,  tends  to  constrain 
!  teachers'  unions  to  keep  productivity  higher.  This  is  really  a  posi- 
ij  tive  constraint,  not  a  negative  constraint,  in  the  sense  that  it  keeps 
I  efficiency  up,  but  the  unions  stay  in  place.  Choice-based  reforms 
j  will  tend  to  bring  public  sector  unions  in  line  with  the  sort  of  con- 
I  straints  we  think  are  appropriate  for  private  sector  unions. 
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In  conclusion,  I  would  like  to  emphasize  the  fact  that  choice  real- 
ly is  a  tradition  in  Americsm  schooling  that  has  been  partially 
eliminated.  The  number  of  school  districts  in  the  United  States 
shrank  more  than  five-fold  from  1950  to  1996.  Over  the  same  pe-  ^ 
riod,  the  fiscal  autonomy  of  local  school  districts  has  shrunk  very 
significantly.  Much  of  the  school  district  consolidation  did  occur  in 
rural  areas,  but  even  metropolitan  areas  have  had  the  number  of 
school  districts  halved.  This  has  resulted  in  a  significant  loss  of 
competitive  pressure  among  schools. 

I  think  that  Americans  are  more  likely  to  feel  comfortable  with 
reforms  that  attempt  to  improve  student  achievement  by  means  of 
restoring  some  of  the  choice  that  they  have  lost.  Although  students 
in  many  other  countries  may  be  motivated  very  well  by  national 
tests  that  are  important  in  determining  whether  they  do  or  do  not 
have  access  to  higher  education  or  certain  career  paths,  I  do  not 
think  that  Americans  will  readily  accept  so  much  top-down  control 
of  their  children's  educational  opportunities.  Also,  choice  is  a  tradi- 
tion, as  we  know,  in  American  higher  education,  a  tradition  that 
continues;  we  feel  comfortable  with  it  there,  and  American  higher 
education  does  tend  to  work  much  better  than  elementary  and  sec- 
ondary education. 

I  would  be  delighted  to  answer  any  other  questions. 

Chairman  Domenicl  Thank  you  very  much  for  your  testimony. 

[The  prepared  statement  of  Dr.  Hoxby  follows:] 

Prepared  Statement  of  Caroline  M.  Hoxby,  Assistant  Professor  of  Econom-i 
ICS,  Harvard  University,  Research  Fellow,  NBER  and  Bunting  Institute  ^ 

WHAT  IS  NOW  needed  IN  EDUCATION  REFORM 

i' 

I  am  pleased  to  have  the  opportunity  to  testify  to  you  today  on  what  is  needed  | 
now  in  education  reform  and  how  the  Federal  Government  can  play  a  crucial  reform 
in  successful  reform.  There  is  a  consensus  in  America  among  parents,  employers, 
college  and  university  educators,  and  researchers  that  our  educational  system — par-j 
ticularly  our  K-12  education  system — is  not  living  up  to  our  goals  for  it.  Employers'! 
need  for  language,  mathematics,  and  critical  thinking  skills  has  expanded  with  the 
advent  of  technologv  that  can  do  much  manual  labor  and  many  routine  calculations,  i 
These  needs  are  only  going  to  expand  over  time,  and  America  cannot  support  a  high 
standard  of  living  for  all  its  people  unless  most  of  these  people  gain  the  skills  need 
ed  to  go  with  better  technology. 

There  is  not  much  disagreement  about  the  need  for  improved  education  in  Amer 
ican  and,  what  is  more,  I  do  not  believe  there  has  been  much  disagreement  for  many 
years.  Many  governments  have  made  education  "their"  goal.  Yet,  the  problems  are 
still  outstanding.  The  point  that  I  ^sh  to  make  today  is  that  systemic  reforms  that 
increase  performance  incentives  have  the  best  chance  of  improving  K-12  education.i 
Expansion  of  current  programs  and  funding  for  new  programs  that  are  not  part  of 
systemic  reform  are  unlikely  to  improve  student  achievement.  We  have  tried  pro- 
gram expansion,  with  generosity,  for  at  least  25  years  with  little  success.  Until  verjr 
recently,  we  have  not  tried  (or  even  proposed)  reforms  that  increase  performance  in- 
centives,  particularly  those  that  increase  performance  incentives  by  increasing 
choice,  such  as  charter  schools,  public  school  choice,  and  private  school  vouchers. 

What  I  would  like  to  give  you  todav  are  two  things:  first,  practical  reasons  whj 
we  ought  to  focus  on  choice-based  reforms;  and,  second,  several  pieces  of  evidence^ 
about  the  good  that  these  reforms  can  do.  First,  the  practical  reasons: 

1.  From  1970  to  1996,  the  United  States  K-12  spending  per  pupil  rose  71  percent^  I 
in  real  terms  (constant  dollars).  This  was  faster  growth  than  that  of  other  G-'J) 
countries  over  the  same  period.  U.S.  schools  had  25  years  of  steady  reductions  ire 
class  size,  real  increases  in  teacher  compensation,  and  generally  generous  funding 
that  allowed  schools  to  try  new  programs.  Yet,  student  achievement  in  the  Unitea 
States  was  flat  over  this  period.  The  predicament  for  U.S.  K-12  education  has  not| 
been  steady  spending  combined  with  falling  achievement  in  K-12  education.  Th( 
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predicament  has  been  rising  spending  combined  with  flat  achievement.  In  other 
words,  we  have  had  opportunities  to  expand  existing  programs  and  try  new  pro- 
grams, but  the  money  spent  has  not  been  productive.  K-12  education  faces  a  pro- 
ductivity problem;  it  does  not  face  the  problem  that  its  needs  have  been  long  ne- 
glected. 

2.  Much  of  the  generosity  of  funding  in  the  1970-96  period  was  made  possible  by 
the  falling  sizes  of  the  cohorts  of  students  who  attended  school  from  1969  to  1990. 
The  next  15  years  will  reverse  this  scenario.  The  large  generation  attending 
school  will  make  it  impossible  to  continue  the  rapid  upward  trend  in  spending. 
Many  school  districts  will  struggle  just  to  maintain  spending  at  current  (inflation- 
adjusted)  levels.  Therefore,  school  reforms  for  the  next  15  years  should  be  based 
on  the  assumption  that  per-pupil  spending  cannot  continue  to  rise  at  the  pace  of 
the  last  25  years.  Wise  school  reforms  for  the  next  15  years — ones  that  will  be 
widely  adopted  and  sustainable — will  be  reforms  that  do  not  require  a  lot  of  new 
spending,  but  reforms  that  get  more  value  from  the  money  already  spent  on  K- 
12  education. 

,  3.  Finally,  there  is  a  practical  consideration  for  the  Federal  Government  in  particu- 
I     lar.  It  accounts  for  only  about  7  percent  of  K-12  education  spending.  Much  of  this 
!      spending  (more  than  6  percent  of  the  7  percent)  is  devoted  to  categorical  forms 
of  aid  (Title  I,  Title  II,  disabled  education,  bilingual  education,  school  lunches). 
Such  aid  is  important  and  appropriate  because  it  helps  to  "level  the  playing  field" 
.      for  schools  whose  students  have  different  degrees  of  need.  In  fact,  if  Federal  aid 
'      were  fully  portable  among  school  districts,  it  would  be  instnmiental  in  providing 
a  good  foundation  for  many  choice-based  programs.  But,  the  Federal  Grovem- 
ment's  small  share  of  total  spending  makes  it  clear  that  the  Federal  spending  can 
best  be  used  as  leverage  to  start  school  districts  and  States  on  reforms  that  they 
themselves  will  sustain  without  direct  oversight.  Providing  information,  impetus, 
and  money  that  makes  the  transition  to  such  reforms  workable  is  likely  to  be  a 
much  more  productive  role  for  the  Federal  Government  than  is  program  expan- 
sion. 

The  main  reasons  for  choice-based  reforms,  however,  are  not  merely  these  prac- 
■  tical  ones.  Choice-based  reforms  give  incentives  to  schools  to  perform  and  give  incen- 
tives to  parents  and  student  to  become  actively  involved  in  their  own  schooling. 
Such  incentives  are  what  has  been  lacking  in  American  schools  for  the  past  25 
years.  Specifically,  choice-based  reforms  have  several  benefits  that  I  will  list  here 
.  and  then  will  expand  upon  a  little. 

^  a.  Choice-based  reforms  provide  incentives  that  make  K-12  schools  use  their  exist- 
I  '      ing  resources  more  efficiently. 

I  b.  They  induce  parents  and  students  to  be  actively  involved  in  schooling. 

^  c.  They  are  a  natural,  positive  check  on  the  monopoly  power  of  teachers'  unions. 

'  d.  They  are  self-regulating  and  flexible.  They  do  not  require  a  central  authority  to 
decide  which  schools  should  be  rewarded.  They  do  not  require  one  type  of  school 
program  to  be  best  for  all. 
e.  Finally,  choice-based  performance  incentives  are  traditional  in  the  United  States. 
They  tap  into  Americans'  traditional  belief  in  their  own  ability  to  make  deci- 
sions as  consumers  and  investors.  In  fact,  choice-based  reforms  would  return 

j,         some  of  the  lost  choice  among  schools  that  Americans  used  to  have.  The  auton- 

j         omy  and  number  of  U.S.  school  districts  has  decreased  dramatically  since  1950. 

j  Evidence  en  Choice-Based  Reforms 

:     The  best,  most  detailed  evidence  on  the  student  achievement  demonstrates  what 
J  the  aggregate  picture  suggests.  In  the  absence  of  reform  that  improves  incentives, 
i  spending  more  on  K-12  schooling  does  not  have  a  measurable  effect  on  student 
,  achievement.  For  instance,  recent  work  demonstrates  that  reducing  class  size  inside 
the  current  poHcy  range  does  not  improve  student  achievement  (Hoxby,  1996c).  (See 
also  Hanushek  (1986),  Hanushek  and  Rivkin  (1994),  Betts  (1996),  Grogger  (1996), 
,!  and  Heckman  et.  al.  (1995)).  The  productivity  crisis  in  K-12  education  is  due  to 
years  of  increasing  public  generosity  combined  with  inadequate  incentives  for  per- 
formance and  efficiency.  In  the  absence  of  strong  incentives,  additional  revenue  for 
"  K-12  education  can  be  diverted  to  unproductive  programs  that  provide  benefits  for 
:  school  staff  rather  than  students  (higher  salaries  and  benefits,  more  employment  or 
'i  job  security,  fewer  hours  in  the  classroom  and  smaller  classes).  We  must  begin  to 
j  think  about  American  schools  as  producers,  and  apply  to  them  the  same  imder- 
\  standing  about  performance  incentives  that  we  apply  automatically  to  businesses 
i  and  other  employers. 


230 

Even  the  most  traditional  form  of  school  choice  in  the  United  States — households 
choosing  among  school  districts  by  choosing  their  residences — creates  financial  in- 
centives for  schools  to  be  productive.  Evidence  shows  that  metropolitan  areas  where 
there  it  is  easier  for  households  to  choose  among  districts  have  substantially  lower 
costs  for  anv  given  level  of  student  achievement.  They  actually  have  higher  achieve- 
ment— but  lower  costs  per  "unit"  of  achievement.  (See  Hoxby  (1994)).  But,  in  many  * 
areas,  households  do  not  currently  have  enough  choice  among  districts  to  give 
schools  strong  financial  incentives  for  performance  and  efficiency.  This  is  where 
charter  schools  and  open  enrollment  programs  can  help  by  improving  incentives.  Be- 
cause these  programs  improve  incentives  for  public  schools  (not  merely  improve  in- 
centives in  the  charter  schools  themselves)  everyone — not  merely  students  who  actu- 
ally use  the  programs— can  benefit  from  these  programs.  Charter  schools  programs 
are  most  helpful  when  one  or  a  few  large  districts  dominate  an  area,  leaving  parents 
with  few  choices.  Open  enrollment  programs  are  most  helpful  where  one  district  ' 
dominates  an  entire  type  of  housing  (such  as  low-income  housing),  leaving  parents 
in  that  residential  category  with  few  choices. 

The  evidence  also  shows  that  reducing  households'  cost  of  attending  private 
schools  creates  financial  incentives  for  i)ubuc  schools  to  perform  and  be  efficient.  Re- 
search demonstrates  that  areas  where  it  is  less  expensive  for  parents  to  send  their 
children  to  private  schools  (because  private  school  tuition  is  more  highly  subsidized) 
have  public  schools  with  significantly  higher  achievement  at  lower  cost  per  "unit" 
of  achievement.  (See  Hoxby  (1995)).  Private  school  competition  for  public  schools  is 
especially  helpful  in  central  city  areas  where  parents  often  have  little  choice  among 
public  school  districts.  There  is  evidence  that  the  students  most  likely  to  benefit 
fi*om  mean-tested  subsidies  for  private  school  tuition  are  children  who  come  fi'om 
disadvantaged  background— children  whose  parents  do  not  have  a  high  school  de- 
gree, who  are  black  or  Hispanic.  In  fact,  subsidies  for  private  school  tuition  in  the 
current  policy  range  (up  to  $2000)  have  much  less  effect  in  suburban  areas  with 
many  school  districts:  here,  households  are  already  sorted  out  among  public  school 
districts  and  do  not  readily  switch  to  private  schools. 

Therefore,  we  have  evidence  that  private  school  tuition  vouchers  that  are  strongly 
means-testing  are  likely  to  not  only  benefit  the  students  who  can  attend  private 
schools  using  them  but  also  improve  the  lot  of  public  school  students — because 
vouchers  would  improve  public  schools'  incentives  for  performance  and  efficiency. 
Furthermore,  private  school  tuition  vouchers  need  not  cost  taxpayers  any  additional 
amount.  This  is  because  a  well-constructed  means-tested  vouchers  will  remove  stu- 
dents fi*om  public  expense  faster  than  fiinds  are  removed  fi-om  the  Public  School 
System.  Current  private  voucher  programs  are  mainly  small  (and  the  result  of  pri- 
vate initiatives).  This  means  that  the  programs  can  only  have  tiny  effects  on  public 
schools'  financial  incentives.  As  a  result,  we  will  not  have  direct  evidence  on  how 
voucher  programs  affect  local  public  schools  until  one  State  begins  to  support  a  gen- 
eral, widespread  voucher. 

Finally,  I  would  like  to  note  that  intra-district  choice  plans  are  really  not  very 
similar  to  the  other  types  of  choice  such  as  charter  schools,  public  school  choice,  and 
private  school  vouchers.  Intra-district  choice  plans  often  provide  perverse  financial 
incentives  for  schools  to  perform  and  be  efficient.  This  is  because  districts  find  itj, 
hard,  ex  post,  not  to  take  money  away  fi'om  their  schools  that  are  performing  well  [ 
and  redirect  it  towards  their  schools  that  are  performing  poorly.  All  forms  of  choice  ? 
in  which  the  schools  do  not  have  fiscal  autonomy  are  likely  to  develop  perverse  fi- 
nancial incentives. 

Evidence  on  Parents'  Response  to  Choice-Based  Reforms 

Parental  involvement  appears  to  be  one  of  the  few  things  that  does  have  a  power- 
ftil  effect  on  student  achievement  (though  the  evidence  on  this  point  is  not  solid). 
We  have  evidence  that,  in  metropolitan  areas  where  it  is  easier  for  parents  to  choose 
among  school  districts,  parents  are  more  likely  to  attend  school  meetings,  be  in- 
volved in  school  policy-making,  and  discuss  curriculum  choices  with  their  children 
and  the  school.  (See  Hoxby  (1996d)).  The  empirical  evidence  also  shows  that  when 
parents  get  more  involved  in  their  schools,  they  tend  to  secure  the  things  that  they  , 
say  (in  surveys)  that  they  want  out  of  schools:  more  demanding  academics  and 
stricter  discipline.  In  other  words,  we  can  trust  parents  as  investors  in  their  chil- 
dren's education.  When  given  the  opportunity  to  choose,  they  are  likely  to  choose 
better  schools. 


Evidence  on  the  Relationship  between  Choice-Based  Reforms  and  Unions 

Unlike  private  sector  unions,  which  are  often  constrained  by  competition  to  keep 
their  members'  productivity  high,  unions  in  the  public  schools  are  insulated  fi'om 
competition.  Unionized  teachers  are  insulated  by  tenure  rules  fi'om  having  to  com- 
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{  pete  with  the  typically  long  queue  of  applicants  for  public  school  teaching  jobs.  Pub- 
'  lie  school  unions  are  insulated  from  market  pressures  because  many  public  schools 
■  do  not  face  significant  competition  or  strong  financial  incentives  for  efficiency. 
;     The  evidence  shows  that  schools  that  unionize  makes  less  productive  use  of  their 
resources  afterwards.  (See  Hoxby  (1996b)).  Non-unionized  schools  in  the  United 
States  do  not  have  a  productivity  crisis  to  nearly  the  same  degree  as  unionized 
schools:  additional  spending  does  improve  student  achievement  in  non-unionized 
schools.  In  fact,  since  the  period  of  unionization  coincides  the  period  where  evidence 
of  the  productivity  crisis  is  strongest,  it  is  difficult  not  to  see  a  link  between  unions 
and  the  fact  that  K-12  schools,  despite  increasing  funds,  have  not  improved  achieve- 
ment significantly  for  25  years.  (See  Betts  (1996),  Peltzman  (1995)). 

Furthermore,  the  evidence  shows  that  competition  among  public  schools  or  be- 
tween  private  and  public  schools  constrains  teachers'  unions  to  keep  productivity 
higher.  This  is  a  positive  constraint  in  the  sense  that  it  keeps  efficiency  up  with 
unions  in  place.  Cfhoice-based  reforms  will  bring  public  sector  unions  in  line  with 
private  sector  unions. 

Some  Additional  Advantages  of  Choice-Based  Reform 

II  There  are  two  additional  advantages  of  choice-based  reform.  First,  they  do  not  re- 
!  quire  a  lot  of  information  about  students'  outcomes  and  backgrounds.  Second,  they 
'  are  sustainable  and  self-regulating.  They  are  not  plagued  by  the  problems  of  rule- 
based  performance  incentives — in  which  the  rule  frequently  becomes  a  perennial 

j  subject  of  debate  and  in  which  the  body  that  gives  rewards  is,  ex  post,  always 
I  tempted  to  give  perverse  financial  incentives  by  giving  more  money  to  schools  that 
I  have  the  biggest  performance  problems. 

;|     In  choice-based  reform,  parents'  choices  among  schools  are  based  on  all  the  stu- 
^  dent  outcomes  they  care  about  (academics,  discipline,  ethical  behavior,  college  at- 
I  tendance).  Yet,  performance  incentives  based  on  choice  do  not  actually  have  to  gath- 
er any  of  the  information  parents  use  to  make  their  decisions.  Nor  do  they  have  to 
decide  how  to  weight  the  various  outcomes.  Performance  incentives  that  do  not  de- 
pend on  choice  must  base  rewards  on  a  small  number  of  student  outcomes — largely, 
test  scores  and  work  portfolios—and  must  gather  the  information  and  decide  how 
to  weight  the  outcomes. 
i|      Choice-based  financial  incentives  do  not  have  a  tendency  to  fall  into  perverse  in- 
!|  centives.  This  is  because  parents'  independent  choices  make  it  difficult  to  give  more 
•  money  to  schools  that  do  not  perform.  But,  it  is  difficult  to  commit  other  incentive 
[  programs  similarly.  For  instance,  schools  that  do  not  perform  can  perennially  com- 
plain that  the  reward  rule  weights  student  outcomes  unfairly  or  does  not  properly 
'  adjust  for  circumstances.  If  complaints  are  successful,  schools  can  face  incentives 
that  bounce  around  from  year  to  year,  discouraging  them  from  trying  to  obey  the 
'  incentives.  This  has  been  the  fate  of  several  States'  perfonnance-based  incentive 
schemes. 

I  A  Tradition  in  American  Schooling 

I'      Choice  is  really  a  tradition  in  American  schooling  that  has  been  partially  elimi- 
j;  nated  without  the  pubUc's  realizing  it.  The  number  of  school  districts  in  the  United 
!   States  shrank  more  than  five-fold  fi:om  1950  to  1996  (fi-om  about  84,000  in  1950  to 
j  about  15,000  nov/).  Over  the  same  period,  the  fiscal  autonomy  of  local  school  dis- 
1  tricts  shrank.  The  share  of  revenue  from  local  sources  fell  fi-om  57  percent  to  47  per- 
cent between  1950  and  today.  Much  of  the  school  district  consolidation  occurred  in 
rural  areas,  but  even  metropoUtan  areas  have  seen  their  number  of  school  districts 
halved.  This  has  resulted  in  a  significant  loss  of  competitive  pressure  am.ong 
schools. 

Americans  are  likely  to  feel  more  comfortable  with  reforms  that  attempt  to  im- 
p  prove  student  achievement  by  means  of  restoring  some  of  their  choice.  Although  stu- 
dents in  many  other  countries  appear  to  be  motivated  well  by  national  tests  that 
determine  access  to  further  education  and  certain  career  paths,  it  seems  unlikely 
f   that  Americans  would  readily  accept  so  much  top-down  control  of  their  children's 
ij   educational  opportunities. 

^      I  would  be  nappy  to  answer  any  other  questions  you  might  have.  Thank  you. 
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Chairman  DOMENICI.  We  ought  to  proceed  with  questions,  but  in  I 
addition  to  our  ranking  member,  there  are  three  Senators  who  did  | 
not  get  to  make  any  opening  remarks.  All  three  of  you  did  arrive  | 
late,  but  nevertheless  I  wonder — Senator  Durbin,  you  were  here  j 
kind  of  early.  Would  you  like  to  make  a  couple  minutes  of  opening 
remarks  before  the  questions?  | 

Senator  Durbin.  No,  Mr.  Chairman.  I  will  just  wait  for  ques- 
tions. 

Chairman  DOMENICI.  OK.  Senator  Smith? 

Senator  Smith.  No,  thank  you.  i 
Chairman  DOMENICI.  Senator  Feingold?  | 
Senator  Feingold.  I  will  pass,  also. 

Chairman  DOMENICI.  Thank  you  very  much,  Senator  Feingold. 

I  am  going  to  ask  a  few  questions,  and  then  I  may  have  to  excuse 
myself  for  15  or  20  minutes  because  of  another  appointment,  and 
clearly.  Senator  Lautenberg,  I  can  turn  it  over  to  you  if  we  cannot 
be  here  to  complete  it,  because  I  know  you  want  to  use  some  time, 
and  you  were  indisposed  earlier. 

Before  I  ask  some  specifics  about  the  President's  program,  let  me 
just  ask  each  one  of  you,  starting  with  you.  Secretary  Smith — ^it 
seems  to  me  that  in  all  the  testimony  and  most  of  the  comments 
by  Senators,  it  has  been  said  that  the  biggest  failure  in  the  Amer- 
ican Educational  System  is  elementary  and  secondary  education 
and  that  it  creates  the  biggest  education  problems. 

I  want  to  ask  you  to  give  me  the  primary— primary;  one — reason 
for  the  public  schools,  elementary  and  secondary,  not  doing  as  good 
a  job  for  America  as  they  should.  What  is  the  single  most  impor- 
tant reason?  It  is  tough  for  you  to  do,  I  know. 

Mr.  Smith.  Well,  I  know.  It  also  makes  an  assumption  that  they 
have  done  a  poor  job. 
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Chairman  DOMENICI.  OK  Well,  let  us  do  it  however  you  would 
like.  Let  us  say  that  everybody  wishes  they  were  doing  a  much  bet- 
ter job.  Is  that  a  fair  statement? 

Mr.  Smith.  That  is  a  fair  statement. 

Chairman  DOMENICI.  OK  I  think  the  first  statement  is  fair,  but 
let  us  take  that  one,  and  you  can  answer  it  on  that  basis. 

Mr.  Smith.  I  think  the  problem  right  now  is  that  we  do  not  have 
a  system  which,  as  Eric  says,  gives  incentives  to  people  to  move 
their  students  to  very  high  standards,  and  I  think  that  that  is  ex- 
actly what  the  President  focused  on  last  night  with  the  proposal  for 
a  test  in  reading  and  a  test  in  mathematics  and  a  set  of  programs 
and  incentives  that  would  align  the  kinds  of  efforts  that  we  need 
to  make  in  the  schools  behind  reaching  those  standards  for  all  chil- 
dren. 

Chairman  Domenici.  I  will  get  back  to  you  in  a  minute. 
Professor  Hanushek? 

Dr.  Hanushek.  Well,  I  continue  to  say  that  providing  direct  per- 
formance incentives  is  the  one  thing  we  need.  The  President  actu- 
ally emphasized  that  last  night  when  he  talked  about  choice  and 
charter  schools  and  other  ideas  to  try  to  introduce  more  perform- 
ance incentives,  and  as  Professor  Hoxby  said,  I  think  that  finding 
the  best  way  in  individual  school  districts  to  do  that  is  going  to  be 
tricky,  but  that  is  what  we  should  be  working  to  do. 

Chairman  Domenici.  OK.  When  you  say  provide  incentives, 
would  you  tell  us  to  whom? 

Dr.  Hanushek.  I  mean  incentives  to  the  people  who  are  running 
schools,  teachers  and  personnel,  and  to  students  themselves,  who 
see  very  muted  incentives  right  now. 

Chairman  Domenici.  All  rigLc. 

Dr.  Hoxby? 

Dr.  Hoxby.  I  would  have  to  agree  with  Professor  Hanushek.  I 
think  that  the  main  problem  in  elementary  and  secondary  school- 
ing is  a  lack  of  incentives,  not  just  for  the  school  providers  them- 
selves, but  also  for  parents  and  students  to  become  more  involved 
in  schooling.  I  think  that  the  main  way  to  improve  those  incentives 
is  with  choice-based  kinds  of  reforms  like  charter  schools. 

Chairman  Domenici.  Now,  having  said  that,  without  being  an 
expert  and  without  having  studied  the  President's  plan  in  great  de- 
tail, I  have  a  great  deal  of  difficulty  analyzing  it  and  saying  that 
it  is  an  incentive-based  set  of  proposals.  I  cannot  find  that  there. 
Why  don't  you  tell  me  why  it  is  incentive-based — if  that  is  the  big- 
gest problem. 

Mr.  Smith.  Well,  I  think  we  have  two  ways  of  posing  incentives 
here,  and  I  think  they  are  both  built  into  the  President's  plan.  The 
first  way  to  pose  them  is  to  have  a  clear  set  of  standards  that  are 
set  out  for  every  student  so  that  it  is  absolutely  crystal  clear  to 
every  teacher  and  to  every  parent  exactly  the  kinds  of  perform- 
ances that  students  are  expected  to  achieve  to.  That  is  not  clear 
now.  We  do  not  have  common  standards  across  this  country.  We 
have  very  different  standards  in  our  inner  cities  and  in  our  sub- 
urbs, for  example,  and  we  have  different  standards  from  Mis- 
sissippi to  Vermont  to  California.  There  is  absolutely  

Chairman  Domenici.  Excuse  me.  Let  me  interrupt,  because  my 
time  is  going  to  run  out.  I  understand  that.  I  fail  to  understand 
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how  that,  in  and  of  itself,  is  an  incentive.  What  happens  if  you  do 
not  do  it?  Is  there  anything  in  these  scholarship  programs  that 
says  you  are  not  going  to  get  them,  other  than  that  you  have  to 
have  a  "B"  to  go  to  junior  college,  which  nobody  is  going  to  put  in 
this  law — I  hope  you  ail  know  that.  But  go  ahead. 

Mr.  Smith,  There  is  that  incentive  in  it.  I  was  talking  about  K 
to  12  education,  though.  The  incentive  is  that  parents  will  under- 
stand exactly  the  kinds  of  performances  that  students  are  expected 
to  get  to.  I  said  that  was  one  part  of  it;  you  need  the  high  stand- 
ards, and  you  need  to  focus  on  those  high  standards. 

The  second  part  of  it  is  exactly  what  the  two  professors  have 
said— some  sort  of  choice  system,  but  a  public  school  choice  system 
with  an  accountability  system  attached  to  it.  The  accountability 
system  has  to  come  back  to  the  standards. 

Chairman  Domenici.  OK.  And  how  about  teacher  incentives? 

Mr.  Smith.  There  are  incentives  for  teachers  in  that  kind  of  sys- 
tem because,  first  of  all,  you  have  a  set  of  parents  who  now  know 
what  is  expected  of  their  children,  and  they  are  going  to  put  pres- 
sure  

Chairman  DoMENici.  What  about  pay  incentives,  Mr.  Secretary? 
What  about  merit  incentives  for  performance? 

Mr.  Smith.  Well,  I  believe  in  merit  incentives  for  performance  if 
you  do  it  by  an  entire  school.  I  do  not  believe  you  can  break  it  down 
by  individual  teacher. 

Chairman  Domenici.  Professor  Hanushek,  would  you  give  me 
your  analysis? 

Dr.  Hanushek.  I  agree  with  all  of  the  first  part  on  measuring 
performance  and  having  good  standards.  I  believe  that  there  are 
just  huge  questions  about  how  to  design  the  direct  incentives.  I 
think  that  ultimately,  teachers  have  to  see  some  incentive  in  terms 
of  their  pay  or  their  livelihood  is  affected  by  whether  they  are 
doing  a  good  job.  I  think  school  personnel  have  to  see  that,  and  I 
think  that  students  have  to  see  that  if  they  do  well  in  school,  they 
are  going  to  get  better  jobs  and  get  into  better  colleges.  None  of 
those  is  in  evidence  today,  and  that  is  why  I  keep  emphasizing  ex- 
perimentation; we  have  to  try  some  different  systems,  because 
there  are  going  to  be  a  lot  of  unintended  consequences,  also,  of  try- 
ing to  put  in  some  of  these  systems. 

Chairman  Domenici.  All  right. 

Before  I  ask  Dr.  Hoxby,  let  me  just  say  that  in  my  question  to 
you,  Secretary  Smith,  in  analyzing  the  schools,  I  want  to  make  the 
record  clear  that  I  believe  most  teachers  are  doing  a  good  job,  and 
I  believe  the  overwhelming  number  of  teachers  are  very  dedicated, 
but  I  think  there  are  other  things  holding  them  back  than  what  we 
are  all  talking  about  here,  not  the  least  of  which  is  the  difSculty 
society  is  giving  them. 

Mr.  Smith.  I  think  that  is  right,  and  the  President  stressed  a 
couple  of  those  last  night — removing  teachers  that  are  not  doing  a 
good  job,  for  example. 

Chairman  Domenicl  OK.  Now,  please.  Dr.  Hoxby. 

Dr.  Hoxby.  I  am  very  inclined  to  agree  with  Mr  Smith  when  it 
comes  to  the  tests.  I  think  that  parents  in  America  do  need  more 
information  about  whether  their  schools  are  doing  a  good  job  or 
not.  But,  I  think  that  if  they  do  not  have  very  much  of  a  choice 
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among  different  schools,  having  better  information  does  not  nec- 
essarily give  them  much  leverage  over  the  school  to  try  to  improve 
it.  It  is  really  important  to  have  that  exit  opportunity — to  be  able 
to  vote  with  your  feet  if  you  do  not  Hke  the  product  that  you  have. 

Other  than  that,  I  would  point  out  that  I  think  performance  in- 
centives that  are  based  on  what  I  would  describe  as  rules — in  other 
words,  a  rule  that  if  a  school  does  better  than  this  on  a  test,  it  gets 
so  much  money — are  very  difficult  to  enforce  in  the  United  States. 
States  that  have  tried  to  enforce  them  have  had  a  lot  of  trouble  be- 
cause, ex  post,  the  State  always  wants  to  give  money  to  the  schools 
that  have  performed  badly,  not  to  the  schools  that  have  performed 
well. 

Chairman  DOMENICI.  Thank  you  very  much. 

I  want  to  be  very  direct  with  respect  to  incentives.  I  believe  that 
the  $364  billion  in  the  President's  proposal  for  tax  deductions  for 
training  expenses  and  for  junior  colleges  or  2-year  colleges  is  a  dis- 
incentive rather  than  an  incentive.  I  think  it  is  a  disincentive  for 
kindergarten  through  12  to  do  a  better  job.  And  what  I  am  basing 
it  on  is  the  tremendous,  tremendous  trend  toward  having  to  do  re- 
medial work  that  should  have  been  done  at  the  high  school  level 
in  those  2-year  colleges  that  you  are  referring  to  and  the  President 
is  referring  to. 

Why  would  this  make  public  schools  more  concerned  about  the 
quality  of  their  graduates? 

Mr.  Smith.  Senator,  I  think  there  are  two  answers  to  that.  The 
first  is  that  the  President  called  on  local  districts  and  States  to 
have  "gates" — to  have  serious  tests  as  exit  requirements  from  high 
schools  which  set  up  clear  standards.  So  he  is  addressing  that  part 
of  your  concern. 

The  second  part  of  the  concern  is  that  the  HOPE  tax  credit, 
which  is  about  $18  billion  of  that  $35  billion,  focuses  on — the  larg- 
est nimiber  of  people  who  would  benefit  from  it  are  in  the  family 
income  brackets  of  between  $30,000  and  $50,000.  Now,  that  is  a 
greater  income  bracket  than  those  who  are  funded  by  Pell  Grant 
programs,  but  it  is  certainly  not  rich,  and  there  is  a  large  number 
of  people  in  there  who  are  strugghng  to  send  their  kids  to  school. 
This  would  give  them  a  clear,  guaranteed  $1,500  for  the  first  2 
years  if  they  keep  a  "B"  in  the  first  year,  which  would  give  them 
an  incentive  to  go  on  to  college. 

A  lot  of  kids  right  now  in  income  brackets  below  $75,000  or  so 
do  not  believe  they  are  going  to  go  on  to  college,  and  these  kids 
need  that  kind  of  incentive. 

Chairman  DOMENICI.  Well,  let  me  just  be  very  specific  with  you 
on  what  I  think.  I  do  not  think  we  can  spend  this  much  money  that 
he  has  in  his  plan  this  year  and  get  the  budget  balanced.  I  think 
that  is  going  to  be  just  too  much.  But  I  would  like  to  ask  some  ex- 
perts if  we  took  that  $36  bilHon  that  you  are  going  to  give  tuition 
credits  and  deductibles  for  and  said  why  don't  we  put  that  into  the 
public  school  system  on  some  kind  of  match  and  incentive  basis  to 
get  the  job  training  and  sMU  training  and  vocational  training  up 
for  kids,  which  would  probably  be  better  for  the  American  edu- 
cation system.  And  I  have  a  serious  hunch  that  they  would  say  it 
should  be  put  in  elementary  and  secondary  education,  skills  train- 
ing, and  vocational  training,  so  we  do  not  pass  on  so  many  reme- 
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dial  requirements  to  the  junior  colleges  and  colleges,  and  supply 
some  people  with  a  means  of  making  a  living  when  they  are  19  if 
they  are  definitely  committed  not  to  go  to  college. 

Having  said  that,  I  yield  to  Senator  Lautenberg. 

Senator  Lautenberg.  Thank  you,  Mr.  Chairman. 

I  am  sorry  that  other  things  kept  me  from  being  here  at  the 
start.  This  is  a  subject  of  great  interest  and  I  think  essential  for 
decisionmaking  about  the  way  our  society  moves  into  the  next  cen- 
tury and  takes  care  of  its  principal  problems  that  exist,  like  our 
youth  and  what  happens  to  them.  So  it  is  fitting  that  the  Budget 
Committee  turn  its  attention  to  one  of  the  most  important  parts  of 
the  Federal  budget,  which  is,  of  course,  education. 

If  you  have  seen  the  movie  "Jerry  Maguire,"  it  sets  a  tone  when 
it  asks  the  question  that  I  am  going  to  ask  about — despite  the  fact 
that  I  think  I  hear  threading  through  the  discussion  here  that 
money  alone  does  not  do  it^I  do  not  know  whether  the  other  side 
of  that  seesaw  is  that  no  money  does  it — but  when  it  comes  to  edu- 
cating our  people,  I  must  quote  from  "Jerry  Maguire"  and  say 
"Show  me  the  money,"  because  unless  we  are  willing  to  put  the 
funds  in  there  to  do  the  job,  we  can  talk  about  this  forever,  and 
it  is  just  not  going  to  happen. 

The  way  we  spend  our  money  is  critical,  I  agree,  but  spending 
the  money  is  part  one.  Last  night,  the  President  made  it  clear  that 
one  of  his  priorities  is  education,  and  he  talked  about  it  throughout 
the  speech,  and  increasing  the  access  of  young  Americans  to  col- 
lege. 

Now,  I,  too,  share  the  Chairman's  view  about  investments  in 
what  I  still  call  "vocational  education"— it  may  be  described  dif- 
ferently in  different  places,  but  we  have  a  great  need  for  it  in  New 
Jersey,  as  I  am  sure  we  have  across  the  country — and  I  think  that 
our  Nation's  economic  future  clearly  depends  on  how  we  educate 
our  young  people. 

So  I  am  sorry  that  I  missed  the  Acting  Deputy  Secretary's  state- 
ment. I  arrived  in  the  middle  of  Professor  Hanushek's  comments. 
In  particular,  as  the  President  discussed  his  interest  in  this  pro- 
gram, proposing  a  $2.8  billion  initiative  called  "America  Reads"  to 
ensure  that  3rd-graders  know  how  to  read,  I  think  is  essential. 

I  will  take  a  minute  to  talk  about  a  personal  experience.  I  grew 
up  in  what  is  an  urban  center  in  Paterson,  NJ.  It  is  one  of  Ameri- 
ca's poorest  cities  and  can  be  described  as  almost  exclusively  a  mi- 
nority city.  I  engaged  with  two  of  my  former  business  partners  in 
investing  in  a  program  called  the  "I  Have  a  Dream  Program"  in 
which  we  furnished  the  tuition  for  those  then  in  the  6th  grade  who 
passed,  who  stayed  in  school  and  were  accepted  with  a  reasonable 
standard — I  mean,  they  were  not,  Professor  Hoxby,  going  to  Har- 
vard, unless  it  was  possible  that  Harvard  was  included  in  the  pro- 
gram. 

Twenty-eight  kids,  $300,000 — they  met  everybody  from  Vice 
President  Quayle  through  the  top  rungs  of  Government.  They  had 
counseling  and  you  name  it.  The  product,  I  am  sorry  to  say,  was 
a  failure.  And  one  of  the  reasons  why  it  failed  so  miserably  was  the 
fact  that  when  we  announced  the  program — and  I  personally  did  it, 
£ind  I  am  not  so  modest  as  to  say  my  speeches  are  all  terrible,  but 
I  thought  that  one  was  pretty  good;  it  talked  about  providing  tui- 
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tion  for  kids  who  could  perhaps  not  find  another  way  out  of  the  dis- 
turbed environment  surrounding  them — there  were  practically  no 
parents  there,  even  though  we  had  earlier  annoimced  that  we  were 
going  to  be  doing  something  positive  for  this  class  at  School  Num- 
ber 6  in  Paterson,  NJ.  And  the  reason  was  that  it  was  too  late. 
Some  of  the  kids  in  the  6th  grade  were  14,  even  15  years  of  age. 

As  we  discuss  these  problems,  to  leave  out  the  fact  that  you  have 
got  to  get  engaged  in  people's  lives  at  an  earlier  stage  because  you 
nave  to  set  the  conditions  for  learning  just  like  you  have  to  set  the 
conditions  for  anything  else — ^it  just  was  not  there. 

So  as  I  look  at  what  we  are  talking  about,  I  Hstened  very  care- 
fidly  to  what  the  President  said.  I  had  some  advance  knowledge  of 
what  might  be  coming.  He  talked  about  leveraging  the  $20  biUion. 
I  assume  each  of  you  has  had  the  opportunity  to  see  what  kind  of 
disrepair  school  buildings  can  fall  into— New  York  City  is  talking 
about  it  all  over  the  place;  you  can  see  it  in  The  New  York  Times 
and  other  national  newspapers.  That  is  critical.  We  need,  it  is  esti- 
mated, substantially  over  $100  billion  to  bring  the  system  up-to- 
date — we  cannot  do  it  without  money — an  additional  $129  milHon, 
roughly,  over  last  year  for  Goals  2000;  $59  million  for  charter 
schools — things  that  I  think  have  meaning  as  programs  that  might 
help  lift  the  spirit  and  the  capability  of  these  young  people. 

The  President's  budget,  I  think  very  intelligently,  invests  in  edu- 
cation technology,  computers.  I  come  out  of  the  computer  industry, 
and  I  recently  was  on  a  tour  of  the  same  city  in  which  we  hooked 
up  schools  for  Internet  access — not  that  they  have  it,  because  they 
still  have  to  have  the  computers  at  their  end,  they  still  have  to 
have  the  interface.  We  are  talking  about  $1,500  a  school,  and  the 
community  had  to  go  to  the  private  sector,  which  barely  exists  in 
terms  of  the  business,  looking  for  sponsors  for  hooking  them  up  to 
the  system. 

So  I  arranged  to  get  five  of  them  done  that  day  and  called  on  my 
old  company  and  some  others,  and  we  got  the  other,  roughly,  20 
schools  just  hooked  up.  That  means  that  the  wires  were  run  in  so 
they  could  then  start  to  think  about  it.  What  do  we  do  about  that 
disparity? 

So  as  I  look  at  the  programs — and  i  am  going  to  request  that  my 
full  statement  be  included  in  the  record,  Mr.  Chairman— — 
Senator  Smith  [presiding].  Without  objection. 
[The  opening  statement  of  Senator  Lautenberg  follows:] 

Prepared  Opening  Statement  of  Senator  Frank  Lautenberg 

As  we  enter  our  third  week  of  hearings,  and  as  the  President  is  about  to  release 
his  fiscal  year  1998  budget,  it's  fitting  that  the  Budget  Committee  now  turns  its  at- 
tention to  one  of  the  most  important  parts  of  the  Federal  budget— education. 

Let  me  begin  by  borrowing  a  phrase  fi'om  the  movie,  "Jerry  McGuire."  I  would 
ask  my  colleagues  on  the  other  side  of  the  aisle,  when  it  comes  to  educating  our 
people,  "Show  Me  The  Money!" 

Last  night,  President  Clinton  made  clear  that  one  of  his  top  priorities  is  improv- 
ing the  quaUty  of  our  education  system  and  increasing  access  to  college  for  more 
young  Americans.  I,  too,  believe  that  our  Nation's  economic  future  depends  on  how 
well  we  educate  our  people. 

I  look  forward  to  hearing  fi-om  the  Acting  Deputy  Secretaiy  of  Education  and  our 
other  witnesses.  The  Admmistration  is  advocating  substantial  investment  in  K-12 
education.  In  particular,  it  has  proposed  a  $2.8  billion  initiative  called  "America 
Reads"  to  ensure  that  all  third  graders  know  how  to  read.  It's  also  proposing  a  $5 
billion  effort  to  leverage  $20  bilUon  in  school  construction  and  renovation,  an  addi- 
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tional  $491  million  over  last  year  for  GOALS  2000,  and  $61  million  more  for  charter 
schools.  The  President's  budget  also  invests  in  education  technology  and  teacher 
training. 

Mr.  Chairman,  I  applaud  the  President's  commitment  to  education.  But  I  wonder 
whether  any  compromise  balanced  budget  agreement  will  have  enough  discretionary 
spending  to  pay  for  these  initiatives,  let  alone  future  education  needs.  If  last  year's 
budget  resolution  is  any  indication  of  future  discretionary  spending  levels,  then 
there  clearly  will  not  be  enough  funding  to  educate  our  children  properly. 

In  fact,  some  have  called  for  capping  discretionary  spending  for  the  next  5  years. 
This  may  be  the  easiest  way  to  rack  up  budget  savings  and  achieve  balance  by  an 
arbitrary  date.  But  it  certainly  makes  it  difficult  to  address  our  Nation's  education 
needs.  Deferring  the  decision  to  invest  more  in  education  is  no  solution  either.  The 
current  level  of  spending  for  K-12  may  be  barely  adequate,  but  it's  far  short  of  what 
would  be  necessary  over  the  next  5  years,  when  enrollment  skyrockets  and  inflation 
and  other  factors  are  considered. 

We  should  heed  the  demographics.  What  people  call  the  "Echo  of  the  Baby  Boom" 
is  coming  soon,  and  our  schools  aren't  ready.  In  the  next  10  years,  public  high  school 
enrollment  is  expected  to  increase  by  15  percent.  Will  this  year's  budget  resolution 
f  actor  in  this  dramatic  increase  in  enrollment?  Last  year's  didn't.  In  addition,  we 
should  not  turn  a  blind  eye  to  the  deteriorating  state  of  our  Nation's  infrastructure. 
From  my  position  as  Ranking  Minority  Member  on  the  Transportation  Appropria- 
tions Subcommittee,  I  know  well  the  problems  of  our  roads  and  bridges.  But  the 
state  of  our  school  buildings  is  no  less  sorry.  In  fact,  it's  a  national  disgrace.  Accord- 
ing to  the  General  Accounting  Office,  one  third  of  all  schools  need  extensive  repair 
or  replacement  and  7  million  children  attend  schools  with  life-threatening  safety 
code  violations!  To  bring  all  schools  into  good  overall  condition  would  cost  $112  bil- 
lion. Will  this  year's  budget  resolution  address  this  infrastructure  need?  Last  year's 
didn't. 

We  should  fulfill  our  commitnients  to  the  education  of  all  disabled  children.  This 
Congress,  the  Republicans  have  called  for  a  $10  billion  increase  for  educating  dis- 
abled children  over  7  years.  Democrats  agree,  but  will  this  year's  budget  resolution 
leave  room  for  such  a  big  boost?  Last  year's  didn't. 

We  also  need  to  bring  our  schools  into  the  information  age.  The  new  telecommuni- 
cations law  provides  discounts  for  Internet  access,  but  the  schools  still  need  to  be 
wired  and  have  the  appropriate  equipment  to  be  hooked  up.  Will  this  year's  budget 
resolution  provide  for  this  capital  investment?  Last  year's  didn't. 

As  you  can  see  from  this  chart,  accounting  for  the  items  I  just  mentioned,  a  re- 
sponsible investment  in  K-12  education  over  the  next  5  years  would  be  billions 
more  than  what  was  assumed  in  last  year's  budget  resolution. 

Mr.  Chairman,  many  around  here  like  to  criticize  education  spending  by  saying 
that  we  can't  throw  money  at  the  problem.  And,  of  course,  money  alone  isn't  suffi- 
cient. But,  often,  it's  necessary.  And  if  we  refuse  to  invest  in  the  education  of  our 
people,  our  Nation  will  pay  a  much  bigger  price  in  the  21st  Century.  Thank  you. 


239 


Federal  K-12 
Education  Funding 

Investment  is  Needed 
Above  a  Freeze 


($  bilions) 


SPECIAL  ED 


i 


REFORMS  y: 

TECHNOLOGY 


HAltD  FREEZE 


CBO  Freexe  BoMlIne  f^^^^^^ 


1998       1999      2000       2001  2002 


240 


Senator  Lautenberg  [continuing].  I  would  like  to  ask  this  distin- 
guished panel  a  couple  of  questions.  For  instance,  on  the  disparity 
between  the  haves  and  the  have-nots,  one  of  the  first  thing  I  did 
on  coming  to  the  Senate  was  to  author  a  piece  of  legislation  called 
"Computers  in  Schools,"  because  I  found  out  that  in  Newark,  NJ, 
one  of  America's  poorest  large  cities,  the  ratio  of  students  to  com- 
puters was  almost  the  same  as  the  ratio  of  students  to  teachers, 
whereas  a  town  nearby,  almost  virtually  next  door,  in  those  days — 
and  I  have  been  here  for  14  years — had  one  computer  for  every 
three  students. 

I  ask  you,  Mr.  Secretary,  what  do  we  do  about  addressing  this 
disparity  within  the  terms  of  the  physical  condition  of  the  buildings 
and  the  infrastructure  necessary  to  get  good  teaching  done? 

Mr.  Smitk.  Let  me  speak  first  to  the  infrastructure  and  tech- 
nology. I  think  your  observations  are  exactly  right.  In  fact,  there 
is  a  recent  study  that  will  be  reported  out  on  Saturday  by  the 
President  which  underscores  your  concern — that  is,  the  disparities 
between  the  availability  of  technology  and  good  technologies  in 
some  areas  and  the  lack  of  availability  in  others. 

There  are  two  main  ways  in  which  we  are  trying  to  address  that, 
Senator.  One  is  through  the  program  that  you  just  mentioned  that 
the  President  had  mentioned  In  that  progiam,  which  puts  money 
out  to  States,  the  money  is  to  be  targeted  to  those  places  that  need 
it  the  most.  That  is  number  one. 

Number  two,  the  Secretary  has  been  working  very  hard,  and  the 
President  has  been  working  hard  with  the  FCC  to  establish  a  rate 
for  students  for  education  and  for  libraries,  also,  but  a  rate  that  is 
gauged  by  the  poverty  levels  of  the  communities  and  the  schools 
themselves.  That  rate  goes  up  to  a  90  percent  discount  for  wiring 
those  schools  and  for  putting  in  place  the  kinds  of  servers  and 
other  technologies  that  are  really  necessary  to  make  it  go. 

So  those  are  two  really  major  initiatives,  the  first  one  leading  up 
to  a  total  of  $2  billion  over  5  years,  the  second  one  being  around 
$2.5  bilHon  all  by  itself. 

Senator  Lautenberg.  Professor  Hanushek,  if  I  may  ask  you  for 
a  moment  to  wear  the  hat  of  a  local  school  admirnstrator,  where 
the  school  district's  population  and  enrollment  have  increased  by  a 
couple  percent;  inflation  in  the  community  is  on  a  par  with  the 
country,  about  2.5  percent — these  are  rounded-— and  your  school 
board  has  passed  a  budget  at  last  year's  levels.  Would  you  say  that 
your  budget  has  been  cut  in  real  terms  if  you  face  those  conditions? 

Dr.  Hanushek.  Certainly. 

Senator  Lautenberg.  OK.  So,  don't  we  need  to  spend  more  on 
education  just  to  keep  up  with  those  couple  of  factors  that  are  in- 
cluded? We  know — I  am  not  sure  if  I  remember  the  number  cor- 
rectly, but  I  thought  that  New  York  City  found  that  it  had  41,000 
more  students  coming  into  the  system  this  year  than  originally  an- 
ticipated; is  that  correct? 

Dr.  Hanushek.  That  could  well  be  right. 

Senator  Lautenberg.  What  do  we  do  about  funding?  Does  the 
Federal  Government  get  in  there,  or  do  we  say  to  the  community — 
New  York  City  is  not  an  ordinary  community — but  just  find  it 
yourself? 
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Dr.  Hanushek.  There  is  nothing  ordinary  about  New  York  City, 
I  agree  with  you,  Senator.  I  think  that  put  in  those  terms,  we  al- 
ways see  an  interest  in  putting  more  funds  in  schools,  but  we  have 
in  fact — in  my  testimony,  I  actually  charted  the  increase  in  expend- 
itures per  student  over  a  100-year  period,  over  a  century,  and 
found  that  it  was  growing  at  3.5  percent  per  year  for  100  years. 

We  have  been  putting  more  money  into  it.  We  have  increased  our 
spending  per  pupil  in  real,  inflation-adjusted  terms  by  70  percent 
between  1970  and  1990.  We  can  always  find  more  uses  for  funds, 
but  my  simple  point  is  that  we  have  to  be  smarter,  we  have  to  use 
our  funds  better.  How  we  spend  it  at  this  point  is  much  more  im- 
portant than  how  much  we  spend,  given  the  levels  we  have. 

I  am  not  at  all  advocating  cutting  budgets  in  half  or  anything 
like  that,  but  I  am  advocating  spending  money  in  much  more  di- 
rected ways  that  support  student  performance.  None  of  our  funding 
today  is  directly  linked  to  student  performance.  Some  of  it  is  di- 
rectly linked  negatively,  that  if  students  do  worse,  we  give  them 
more  money.  The  problem  we  have  with  that  is  that  we  have  trou- 
ble distinguishing  between  student  needs  and  performance  of 
schools.  So  we  are  always  led  to  believe  that  it  is  student  needs 
that  are  driving  a  requirement  for  more  funds,  but  it  might  be  that 
our  schools  are  not  doing  as  well  as  they  should  be  with  the  funds, 
and  that  is  partly  the  measurement  question,  it  is  partly  the  incen- 
tive question. 

Nobody  wants  to  have  the  dilapidated  schools  that  we  know  exist 
in  existence.  No  parent  would  ever  want  to  send  his  or  her  kids  to 
some  of  the  schools  catalogued  by  Jonathan  Kozal  when  he  went 
around,  looking  for  bad  schools.  Nobody  has  that  in  mind.  But  we 
do  have  in  mind  directing  funds  much  more  to  student  perform- 
ance. 

Senator  Lautenberg.  I  would  take  one  second  or  just  a  minute 
more,  Mr.  Chairman,  and  ask  Professor  Hoxby,  as  you  look  at  the 
GAO  studies  on  school  facilities — I  am  sure  you  have  seen  those — 
don't  we  have  to  include  repair,  rehabilitation,  instruction,  in  our 
funding  estimates  for  education  to  really  stay  up-to-date  with  what 
the  needs  are? 

Dr.  Hoxby.  I  think  it  is  undoubtedly  true  that  the  infrastructure 
of  schools  is  important  in  whether  students  do  well.  I  would  only 
say  there  is  a  question  of  whether  infrastructure  is  a  Federal  or  a 
State  and  local  responsibility.  It  is  a  question  of  whether  infra- 
structure spending  is  the  best  role  for  the  Federal  Government 
given  the  amount  of  money  it  has  and  the  amount  of  leverage  it 
has. 

Senator  Lautenberg.  I  think  these  are  national  assets  that  we 
have  talked  about.  Thank  you  all  very  much,  and  thank  you,  Mr. 
Chairman. 

Chairman  DOMENICI.  Thank  you.  Senator  Lautenberg. 
Senator  Grassley? 

Senator  Grassley.  Thank  you,  Mr.  Chairman. 

Mr.  Smith  and  Dr.  Hanushek,  I  would  like  to  have  you  comment 
on  the  issue  I  brought  up  in  my  opening  statement.  You  will  re- 
member that  I  referred  to  the  fact  that  I  and  many  of  my  col- 
leagues, particularly  on  the  Democratic  side,  are  concerned  about 
the  inflation  in  the  Department  of  Defense  programs,  way  beyond 
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the  rate  of  inflation  of  the  general  population,  and  we  tried  to  take 
action  to  do  something  about  that.  As  a  member  of  the  Finance 
Committee,  looking  at  medicare  and  medicaid,  we  abhor  rates  of  in- 
flation of  those  programs  which  are  two  or  three  times  the  rate  of 
inflation.  In  this  whole  discussion  of  opportunities  in  education  and 
enhancing  opportunities  in  education,  do  we  have  a  responsibility 
to  look  at  the  cost  of  higher  education  being  two  or  three  times  the 
rate  of  inflation  and  the  extent  to  which  that  cuts  down  on  opportu- 
nities for  kids  to  go  to  school  at  the  same  time  we  are  trying  at 
the  other  end  to  give  tax  credits  and  other  help  to  people  going  to 
college?  Is  this  a  concern  of  ours,  and  if  so,  how  much  of  a  concern, 
and  if  it  is  a  concern,  v/hat  would  you  recommend? 

Mr.  Smith.  Senator,  I  believe  it  is  a  substantial  concern,  and  I 
want  to  make  two  points  around  this.  One  is  that  one  must  distin- 
guish between  price  and  cost,  and  the  cost  is  nowhere  near  covered 
by  the  actual  price  to  the  student.  In  fact,  in  most  States,  as  you 
know,  the  actual  cost  of  education  is  about  double  or  triple  the 
price  it  is  to  students.  So  there  is  a  bit  of  a  difficult  and  awkward 
problem  here,  since  most  of  our  students  go  to  public  institutions, 
and  it  is  the  State  which  ends  up  setting  the  price,  and  over  time, 
when  they  are  in  times  of  a  bad  economy,  they  end  up  increasing 
their  price  in  order  to  meet  their  balanced  budgets. 

Now,  that  does  not  overcome  the  problem  that  high  price  creates 
for  students  to  go  to  college.  That  is  one  reason  why  the  President 
is  proposing  the  tuition  tax  credit,  the  HOPE  Scholarship;  it  is  one 
reason  why  he  is  pushing  up  the  Pell  Grant  the  way  he  has  in  the 
past.  He  believes,  the  Secretary  believes,  and  I  believe  that  the 
Federal  Government  should  not  try  to  get  into  cost  containment — 
you  run  ail  sorts  of  risks  when  you  do  that — that  we  should  instead 
be  using  the  bully  pulpit  to  talk  to  college  administrators  and  folks 
in  State  legislatures  and  say  that  we  need  to  keep  that  price  down 
because  it  is  an  investment  in  students. 

Senator  Grassley.  We  actually  do  take  action,  though,  in  other 
Government  programs  to  keep  costs  down.  Besides  the  bully  pulpit, 
talking  to  the  doctors  and  the  hospitals  to  keep  costs  down,  we  ac- 
tually take  some  action  here  in  Washington  to  change  the  dis- 
cipline and  keep  the  costs  down,  to  reflect  cost-consciousness  and 
also  to  make  the  health  care  dollar  go  further  to  help  more  people. 

Mr.  Smith.  You  do,  and  it  has  been  difficult  politically,  and  it  has 
been  difficult  conceptually.  Our  view  right  now  is  that  we  need  to 
try  the  bully  pulpit  to  see  if  that  will  work.  In  fact,  I  believe  we 
see  tuitions  not  increasing  by  anywhere  near  as  much  as  they  have 
in  the  past  as  this  concern  has  become  more  prominent. 

Senator  GRASSLEY.  Well,  do  you  anticipate  that  the  President  of 
the  United  States  will  use  the  bully  pulpit  in  tliis  regard  about  in- 
stitutions of  higher  education,  both  State  and  Federal,  being  more 
cost-conscious? 

Mr.  Smith.  Well,  the  Secretary  has  already  done  it.  I  would  not 
be  surprised  if  the  President  were  doing  it  today.  He  is  talking 
about  the  tax  credit  today,  the  HOPE  Scholarship  today,  and  other 
things,  and  he  believes  that  this  should  not  help  to  drive  tuition 
up.  He  believes  tuition  should  be  held  at  a  point  where  students 
can  afford  college. 

Senator  Grassley.  Dr.  Hanushek? 
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Dr.  Hanushek.  I  believe  that  you  are  pointing  out  an  important 
issue,  that  the  cost  of  college  education — and  having  just  put  two 
children  through  higher  education,  I  am  well  aware  of  this — is  sub- 
stantial, and  it  puts  some  pressure  on  families. 

On  the  other  hand,  I  think  the  cost  issues  at  the  elementary  and 
secondary  level  are,  again,  just  much  more  important  than  at  the 
higher  education  level.  At  higher  education,  first,  we  have  a  lot 
more  choice,  and  we  see  that  the  most  demand  is  people  voluntarily 
going  to  the  high-cost  schools,  because  they  are  seeing  that  they 
are  getting  real  value  from  these  schools.  It  would  be  nicer  if  they 
did  not  have  to  pay  so  much,  but  they  are  still  getting  a  very  good 
return  on  their  investment  in  school.  So  it  is  not  a  concern  there, 
particularly  with  choice. 

Eighty  percent  of  higher  education  is  provided  by  the  States,  who 
have  their  own  interests  in  controlling  costs  and  the  amount  of 
subsidy  that  they  give,  and  I  do  not  think  the  Federal  Grovemment 
can  very  easily  intervene  in  what  the  States  do,  or  should  be  inter- 
vening in  what  they  do. 

Then,  finally,  as  Secretary  Smith  points  out,  college  is  still  heav- 
ily subsidized  for  most  students,  and  while  the  rate  of  increase  in 
tuitions  and  costs  has  been  higher  than  the  inflation  in  the  last  10 
years,  in  the  prior  10  years,  it  was  below  inflation,  so  it  goes 
through  cycles.  But  still,  people  have  this  choice.  It  is  not  limiting 
people  because  we  do  provide  substantial  funds  for  the  lowest-in- 
come population  to  overcome  the  costs,  and  there  are  low-cost  pro- 
viders. 

Senator  Grassley.  Mr.  Smith,  on  another  point,  my  last  question 
for  the  panel  would  be  this.  You  are  going  to  submit,  as  the  Chair- 
man asked  you  to  do,  a  list  of  programs.  The  House  has  come  up 
with  a  figure  of  roughly  700,  and  I  do  not  know  whether  that  is 
accurate  or  not,  but  just  starting  with  their  figure — but  regardless 
of  the  number,  my  point  is  this.  Have  you,  as  deputy  secretary,  or 
has  the  Secretary  or  the  President  looked  at  the  number  of  sepa- 
rate programs  to  see  whether  existing  programs  are  duplicative, 
and  if  you  have  done  that,  what  have  you  decided  about  whether 
there  is  duplication,  and  can  duplication  then  dictate  that  we  ought 
to  be  eliminating  some  programs.  And  if  you  have  thought  about 
it,  how  far  have  you  thought  about  it,  and  have  you  gotten  to  the 
point  of  even  identifying  programs  that  should  be  eliminated  be- 
cause of  duplication? 

Mr.  Smith.  Senator,  the  answer  is  that  we  have  looked  closely 
at  those  programs.  Over  the  last  4  years,  we  have  proposed  elimi- 
nating about  65  or  70  programs— I  will  need  to  get  the  exact  figure 
for  you.  A  smaller  number  have  been  eliminated  by  the  Congress, 
but  in  the  new  appropriations,  we  are  going  to  propose  eliminating 
some  more  programs  this  year.  We  are  also  going  to  propose  con- 
solidation of  a  number  of  programs  that  are  not  exactly  duplicative, 
but  they  are  programs  that  could  be  construed  to  have  very  similar 
aims,  so  we  believe  that  we  can  put  them  together  and  let  the 
States  and  local  governments  make  a  choice. 

Senator  GRASSLEY.  So  you  have  found  that  Congress  has  not 
been  very  responsive  to  your  suggestions,  then,  so  it  is  a  problem 
up  here  no  the  Hill. 
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Mr.  Smith.  Well,  they  have  been  only  partially  responsive;  that 
is  right. 

Senator  Grassley.  All  right.  Also  on  the  question  of  duplication 
of  Federal  programs,  do  either  of  the  other  witnesses  have  a  point 
of  view  they  would  like  to  express  on  that? 

Dr.  Hanushek.  I  am  not  into  all  300  programs  or  500  programs. 
What  I  do  find  is  that  the  major  programs  in  terms  of  budget  au- 
thority to  the  Department  of  Education  are  basically  the  ones  that 
the  Federal  Grovemment  should  be  in— -the  Title  I  compensatory 
education  program,  some  of  the  special  education  programs,  even 
though  that  might  be  too  low  given  our  current  demands,  the  Pell 
Grants.  I  find  that  these  are  appropriate  programs  in  general  for 
the  Federal  Government. 

Senator  Grassley.  Thank  you  very  much. 

Did  you  want  to  comment,  Dr.  Hoxby? 

Dr.  Hoxby.  No;  I  agree  with  Professor  Hanushek. 

Senator  Grassley.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Senator  Smith.  Thank  you,  Senator  Grassley. 

I  believe  next  in  order  is  Senator  Wyden. 

Senator  Wyden.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  Smith,  one  question,  just  to  follow  up  on  the  important  line 
of  questioning  that  Senator  Grassley  was  asking  about. 

What  do  you  at  the  Department  believe  are  the  factors  that  are 
making  the  costs  of  higher  education  go  up  so  rapidly? 

Mr.  Smith.  I  think  there  are  probably  two  different  factors.  One 
clearly  is  the  economy  and  the  changes  in  the  economy  from  decade 
to  decade  or  era  to  era.  As  Dr.  Hanushek  said,  the  inflation  rate 
in  higher  education  was  below  the  average  inflation  rate  a  decade 
and  a  half  ago,  but  was  well  above  it  last  decade,  when  the  econ- 
omy was  not  quite  as  good  as  it  should  have  been.  The  States  are 
responsive  to  that,  clearly. 

I  think  the  other  is  that  you  have  to  look  at  these  sectors  dif- 
ferently. If  you  look  at  the  private  sector  or  the  big  research  sector, 
you  find  a  lot  of  competition  right  now  for  research  and  a  lot  more 
expensive  research,  so  there  is  a  lot  of  investment  by  colleges  and 
universities  into  that  research  and  into  actually  bringing  that  re- 
search into  their  classrooms  for  graduate  students  and  for  under- 
graduates, to  train  them.  That  is  a  very  expensive  investment  for 
the  colleges  and  universities,  and  it  is  an  investment  that  is  abso- 
lutely critical  for  this  Nation  because  they  form  the  backbone  of  our 
research  endeavors. 

So  there  are  a  number  of  different  parts  of  the  equation.  If  you 
look  at  community  colleges,  you  will  see  that  in  many  places,  the 
costs  of  community  colleges  have  not  risen  much  at  all.  In  Califor- 
nia, it  now  costs  about  $500  to  go  to  a  community  college  full-time 
for  the  year.  That  is  a  tremendous  bargain  for  people,  and  many 
of  those  community  colleges  are  wonderful  places. 

So  we  hear  the  horror  stories.  One  interesting  fact  is  that  when 
people  out  there  are  asked  what  the  average  tuition  at  a  college  is, 
they  say  something  around  $9,000.  Now,  that  is  half  the  average 
tuition  at  Harvard,  but  it  is  twice  the  average  tuition  at  most  pub- 
lic institutions,  and  the  public  institutions  constitute  80  percent  of 
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the  sector.  So  they  have  a  very  distorted  view,  partly  created  by  the 
pubUcity  about  rising  costs  of  college. 

Senator  Wyden.  Well,  I  have  to  tell  you  that  I  do  not  think  the 
General  Accounting  Office  is  distorting  this  picture.  The  General 
Accounting  Office  analysis  recently  in  which  they  talked  about  how 
costs  far  outstripped  increase  in  consumer  prices  and  the  rise  in 
typical  family  income. 

I  have  got  to  say  there  must  be  a  better  answer  for  working  fami- 
lies than  what  we  are  talking  about  today.  Working  families  are 
looking  at  these  reports,  and  they  are  seeing  these  costs  just  leap 
through  the  stratosphere  at  a  time  when,  clearly,  families  are 
struggling  to  make  ends  meet.  There  have  got  to  be  better  answers. 

Mr.  Smith.  Well,  Senator,  I  agree  with  you,  and  that  is  why  we 
are  proposing  substantial  increases  in  the  Pell  Grant  program;  it 
is  why  we  are  proposing  that  for  middle-income  people  with  in- 
comes between  $25,000  and  $50,000,  for  example — the  largest 
number  of  students  who  go  to  college  come  from  those  families — 
we  are  proposing  the  HOPE  Scholarship.  We  are  proposing  that 
they  in  fact  get  that  kind  of  support  that  they  need. 

Senator  Wyden.  As  a  brand  new  Senator,  I  offered  your  proposal 
last  year  to  give  the  tax  break  for  working  families.  That  is  still 
not  responsive  to  the  cost  question.  You  bet  it  is  helpful,  it  is  use- 
ful, and  it  is  good  for  worlang  families — but  there  has  got  to  be  a 
better  answer  to  this  question  of  why  costs  are  so  far  outstripping 
consumer  prices  and  increases  in  a  typical  family's  income. 

Let  me  ask  you  about  the  area  I  touched  on  in  my  opening  state- 
ment. Chairman  Smith  and  I  represent  an  awful  lot  of  small  towns 
in  rural  Oregon.  If  you  would,  tell  me  how  a  small  town  in  rural 
Oregon  would  be  able  to  tap  some  of  the  technological  assistance 
that  you  envisage. 

We  have  a  few  communities  I  have  been  in  recently  where  they 
either  have  no  Internet  service,  or  they  have  just  very  modest 
Internet  service.  These  communities  are  now  listening  to  how  there 
will  be  a  variety  of  programs  available  to  them.  Walk  through  how 
a  small  town  in  rural  Oregon  would  be  able  to  benefit  from  the  sys- 
tem. 

Mr.  Smith.  Let  me  just  walk  through  two  parts  of  it,  perhaps 
three  parts  even.  The  first  is  the  FCC  decision.  It  is  a  decision  that 
has  not  been  made  yet,  but  we  hope  it  will  be  made  early  this 
spring,  perhaps  as  late  as  June.  The  advisory  committee  to  the 
FCC  made  a  unanimous  proposal  that  schools  and  libraries  get  a 
strong  discount.  If  your  community  is  very  poor,  that  discount  can 
be  up  to  as  high  as  90  percent  of  the  cost  of  wiring  

Senator  Wyden.  No,  no.  I  understand  that;  I  heard  you  tell  Sen- 
ator Lautenberg  that. 

Mr.  Smith.  Right.  OK. 

Senator  Wyden.  That  is  useful.  You  are  not  telUng  a  small  dis- 
trict, though:  Call  up  the  FCC. 
Mr.  Smith.  No,  no,  no,  no. 
Senator  Wyden.  How  do  they  do  this? 

Mr.  Smith.  But  the  cost  to  them  of  obtaining  wiring  from  the 
Baby  Bells  or  from  any  of  the  other  servicers  will  be  at  that  price, 
will  be  at  that  discounted  price  against  the  price  that  is  normally 
charged  to  private  industry.  So  that  first  of  all,  their  cost  will  be 
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much,  much,  much  lower  than  they  expect  it  to  be.  That  is  number 
one. 

Number  two,  every  State  is  going  to  get  a  grant.  In  fact,  they 
have  already  gotten  a  grant  from  the  technology  incentive  fund. 
The  State  will  be  distributing  the  money  from  those  grants  on  the 
basis  of  the  need  of  particular  districts  in  that  particular  State;  and 
hopefully,  your  communities  and  that  small  rural  community  will 
get  some  of  those  resources  and  can  apply  them  to  wiring  up  the 
schools  and  to  buying  computers  and  so  on,  so  that  you  get  both 
a  direct  subsidy  in  terms  of  dollars  that  comes  through  the  Chal- 
lenge Fund,  and  you  also  get  the  indirect  subsidy  in  terms  of  the 
cost. 

Third,  there  is  a  possibility  that  your  communities  could  join  a 
consortium  with  higher  education,  with  other  communities  and  so 
on,  and  apply  for  something  called  Technology  Innovation  Grants 
Challenge,  which  is  a  very  exciting  competition  that  is  going  on. 
The  problem  with  it  is  that  we  fund  about  25  every  year  out  of 
about  500  different  groups  that  apply,  but  they  have  come  up  with 
some  extraordinarily  different  uses  of  technology  and  are  really  be- 
ginning to  be  lighthouses  for  the  kinds  of  uses  of  technology  that 
you  are  concerned  about. 

Let  me  make  one  final  point.  When  you  were  asking  about  that 
and  how  they  could  be  used  and  how  to  make  it  really  an  effort, 
it  reminded  me  of  something  called  the  Globe  Program,  which  is  a 
marvelous  program  for  monitoring  the  weather  and  monitoring  pre- 
cipitation in  communities  and  looking  at  the  changes  in  the  envi- 
ronment, which  is  linked  up  to  schools  all  over  the  world.  Students 
in  elementary  schools  gather  data  on  these  things,  enter  it  into  the 
Internet,  they  see  the  charts  and  graphs,  and  they  communicate 
with  people  from  other  parts  of  the  country  and  from  other  parts 
of  the  world,  and  they  learn  a  heck  of  a  lot  of  science  while  they 
are  actually  learning  to  use  the  Internet  Program.  And  commu- 
nities in  rural  areas  are  being  encouraged  to  sign  up  now. 

Senator  Wyden.  Well,  I  hope  that  you  all  will  do  more  to  get  out 
some  clear  and  understandable  information  to  rural  districts.  As  I 
get  about  my  State,  I  realize  that  rural  districts  are  not  entirely 
clear  as  to  what  they  are  supposed  to  do  to  access  these  programs. 
We  have  rural  development  programs  and  others,  and  we  would 
Uke  to  work  with  you  on  it. 

Mr.  Smith.  We  would  be  deUghted  to. 

Senator  Wyden.  One  last  question,  if  I  might,  Mr.  Smith,  and  it 
deals  with  the  question  of  the  school  construction  dollars.  My  un- 
derstanding is  that  the  funding  for  this  program  is  based  on  the 
number  of  poor  children  and  the  current  number  of  students.  If 
that  is  correct,  that  would  be  very  helpful  for  my  friend,  Senator 
Durbin,  in  Chicago,  where  they  would  benefit  from  that  kind  of  ap- 
proach. For  a  State  like  mine,  however,  we  would  not  do  at  all  well 
in  that  kind  of  situation,  even  though  we  are  having  higher  than 
anticipated  growth  overall  in  terms  of  education. 

Please  discuss  the  funding  formula  and  explain  how  this  would 
work  for  a  State  like  Oregon.  Based  on  what  I  have  been  able  to 
pick  up  on  this  subject,  Oregon  does  not  seem  to  benefit  much. 

Mr.  Smith.  Senator,  I  actually  wish  I  could.  The  final  decision 
has  not  been  made.  The  sense  right  now  and  the  proposal  that  was 
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originally  announced  would  have  one  set  of  dollars — and  the 
amount  is  not  specified  yet — one  percentage  of  dollars  go  out  to  the 
central  cities,  the  large  cities  in  the  United  States;  the  other 
amount  of  money  would  go  out  to  the  States  for  distribution. 

We  have  not  made  the  break — we  have  not  decided  how  much 
should  go  to  the  cities  and  how  much  to  the  States.  Of  course,  you 
will  have  that  final  decision,  because  it  will  be  a  piece  of  legisla- 
tion. 

Once  it  got  to  the  State,  which  would  be  the  case  in  your  situa- 
tion, the  State  would  have  to  distribute  it  against  a  series  of  cri- 
teria, and  one  criterion  would  be  need,  what  is  the  particular  need 
for  the  particular  district  that  is  doing  it,  and  also  what  kind  of  le- 
verage can  the  local  district  provide  beyond  what  it  has  normally 
been  leveraging,  because  the  school  construction  money  is  a  lever- 
aged program.  We  are  asking  States  and  local  communities  to  take 
some  of  this  money  and  use  it  to  pay  for  some  of  the  interest  on 
loans,  for  example,  development  loans;  but  we  are  also  asking  them 
to  show  how  they  have  increased  their  effort  because  of  tMs  pro- 
gram. 

Senator  Wyden.  Well,  I  hope  that  you  will  flesh  out  that  analy- 
sis. Our  concern  is  that  in  a  place  where  there  is  huge  growth  and 
the  formula  is  based  only  on  the  number  of  poor  children  and  the 
current  number  of  students,  schools  in  States  like  Oregon  are  not 
going  to  fare  at  edl  well.  So  I  hope  that  we  will  be  able  to  work 
more  with  you. 

Mr.  Smith.  Yes;  we  will  be  able  to  get  you  information  as  quickly 
as  possible. 
Senator  Wyden.  Thank  you. 
Senator  Smith.  Thank  you.  Senator  Wyden. 
Senator  Grams? 

Senator  GRAMS.  Thank  you  very  much,  Mr.  Chairman. 

I  think  I  would  like  to  just  follow  up  on  what  Senator  Wyden  and 
others  have  talked  about,  and  that  is  the  cost.  It  seems  like  in  the 
President's  proposal,  the  only  solution  is  to  just  throw  more  money 
at  it.  He  has  outlined  $40  billion  over  5  years  in  terms  of  foregone 
tax  receipts,  and  that  is  on  top  of  already  eight  current  tax  expend- 
itures for  education,  which  will  also  be  about  $34  billion  over  that 
same  5  years.  We  are  just  heaping  more  on  top  of  more. 

Now,  if  money  were  the  answer,  we  would  be  nimiber  one  across 
the  board.  Let  me  show  you  a  chart  here.  If  you  look  at  what  we 
spend — now,  this  is  secondary  and  elementary  education — but  we 
far  outspend  the  rest  of  the  world  in  what  we  spend  on  our  chil- 
dren's education — over  $6,000  per  student.  Now,  if  we  had  the  out- 
comes to  our  SAT  scores  and  others,  we  would  be  in  exact  reverse 
of  this  chart.  The  United  States  ranks  lower  than  our  com^petitors 
around  the  world  when  it  comes  to  that.  So  it  is  not  money.  If  it 
were  money,  we  would  be  number  one  across  the  board,  as  Senator 
Wyden  said. 

From  school  year  1980-1981  through  school  year  1994-1995— let 
us  talk  about  public  colleges  and  universities — tuition  has  in- 
creased 234  percent.  Median  family  incomes  increased  only  82  per- 
cent. So  when  you  talk  about  how  can  our  students  today  afford  an 
education,  and  then  say  let  us  throw  more  Federal  money  at  it, 
where  is  the  Federal  money  coming  from?  It  is  coming  out  of  the 
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pockets  of  these  parents  who  have  only  seen  an  increase  in  their 
income  of  82  percent.  So  you  are  only  taking  from  one  pocket  to  an- 
other to  justify  an  increase  in  the  Pell  Grants.  We  can  get  into  a 
bidding  war.  Republicans  have  $2,700  a  year;  the  President  now 
wants  $3,000.  Senator  Paul  Wellstone  is  outbidding  us — he  wants 
$5,000.  Who  is  going  to  pay  for  it?  Median-income  families  who 
have  only  gained  82  percent  are  going  to  pay  for  it. 

The  cost  of  consumer  goods  measured  by  CPI  went  up  only  74 
percent.  And  again,  I  think  Senator  Wyden  had  a  good  question — 
why  is  education  outstripping  even  medical  costs  in  this  country? 
And  you  can  look  at  medical  costs — we  have  value-added  there;  I 
mean,  we  have  drugs  and  things  we  never  had;  we  have  heart  val- 
ues, we  have  procedures — that  is  value-added  that  has  extended 
the  lives  of  our  citizens.  And  as  Dr.  Hoxby  said,  we  have  decreased 
student  ratios  in  the  classroom,  we  have  spent  more  money,  and 
we  have  gotten  less  out  of  it. 

So  to  now  go  back  to  the  taxpayer  and  say,  well,  all  we  have  to 
do  is  throw  another  $40  billion  to  help  our  students — I  have  stu- 
dents in  my  office  who  complained  about  this  very  thing.  They  are 
coming  out  of  college  with  student  loan  debt  that  they  cannot  af- 
ford to  pay,  and  they  are  getting  upset  about  this,  as  well  as  the 
parents  who  are  tr3dng  to  put  them  through. 

I  have  a  survey  here,  also— I  know  I  am  talking  a  lot  without 
asking  questions — but  a  national  poll  conducted  said  that  34  per- 
cent say  lack  of  parental  involvement  is  the  worst  problem;  22  per- 
cent think  it  is  a  lack  of  discipline,  and  13  percent  say  inadequate 
funding.  So  I  think  the  biggest  problem  lies  outside  of  the  money. 

So  my  question  is  do  you  really  believe  that  more  spending  on 
education  is  the  only  answer — and  I  will  start  with  anyone  on  the 
panel.  All  the  numbers  say  it  is  not  true. 

Go  ahead. 

Mr.  Smith.  Let  me  try  first,  and  then  we  can  pass  it  on.  Let  me 
speak  first  to  the  postsecondary  issue.  As  Dr.  Hanushek  said,  there 
is  a  tremendous  vadue-added  from  people  going  on  to  postsecondary 
education.  It  has  grown  over  the  last  decade,  and  it  is  really  very 
large.  It  may  not  be  as  large  in  the  health  area,  but  it  may  well 
be.  I  do  not  know  the  comparative  numbers.  That  is  number  one. 

Number  two,  the  President's  proposals  are  in  the  context  of  a 
balanced  budget.  They  were  announced  originally  as  a  middle-in- 
come tax  cut.  They  are  a  lower-middle  and  a  middle-income  tax 
cut.  They  are  also  an  investment.  So  the  tax  credit,  the  HOPE 
Scholarship  and  the  deduction  are  clearly  focused  on  middle-income 
tax  cuts  to  provide  relief  to  the  middle-income,  but  they  are  also 
targeted  to  become  investments  in  students  to  go  on  to  college  and 
to  get  the  kind  of  education  that  you  just  talked  about. 

Now,  I  do  not  disagree  at  all  that  we  need  to  have  some  lowering 
of  the  inflation  rate  in  colleges  and  universities.  I  believe  that  is 
already  coming  down  some,  and  as  I  said  to  the  Chairman  earlier, 
I  think  what  we  need  to  do  is  to  do  bully  pulpit;  we  need  to  talk 
with  the  President,  we  need  to  talk  to  the  State  legislators,  because 
they  are  the  ones  by  and  large  who  are  making  those  decisions, 
since  80  percent  of  this  is  in  the  public  sector. 

Senator  Grams.  I  hke  the  word  "investment,"  but  it  is  like  saying 
we  are  not  investing  now,  and  that  is  what  I  am  sajdng.  We  are 
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investing  more  than  any  country  in  the  world,  and  now  to  come 
along  and  say,  well,  we  have  got  to  invest  in  our  child's  future,  it 
is  like  sa3dng  that  we  have  abdicated  that  responsibility  when  we 
have  not. 

So  I  am  looking  at  where  are  these  investments,  how  have  they 
been  made,  and  what  are  the  results. 

Mr.  Smith.  Well,  specifically,  what  we  are  trying  to  do,  of  course, 
is  to  move  the  number  of  kids  who  are  now  both  going  to  college, 
for  access  to  college,  and  keep  them  in  college.  We  now  have  only 
about  25  percent  of  our  student  population  in  any  cohort  graduat- 
ing from  college,  and  if  we  are  going  to  continue  to  compete  eco- 
nomically with  the  rest  of  the  world,  we  need  to  up  that  ante. 

I  was  just  over  at  OECD,  looking  at  statistics  about  the  number 
of  students  going  on  to  college  in  other  countries.  In  the  past,  we 
were  way,  way  ahead  of  them,  and  now  they  are  catching  up.  They 
are  moving  at  a  much  faster  rate.  They  are  investing  a  lot  more 
in  college  proportionally  than  we  are. 

Dr.  Hanushek.  If  I  could  split  your  question  into  a  few  different 
categories,  I  certainly  agree  with  you  that  just  to  throw  more 
money  into  schools  and  education  in  general  is  not  a  profitable 
thing  for  us  to  do  and  that  we  ought  to  worry  about  both  new  mon- 
eys and  where  we  are  spending  existing  moneys  at  all  levels.  This 
is  not  a  Federal  problem  as  much  as  it  is  a  State  and  local  prob- 
lem. 

On  the  higher  education  issue,  a  large  part  of  the  tuition  in- 
i  creases  have  come  from  State  schools  that  have  increased  their  tui- 
tions. I  think  what  is  behind  that  is  that  a  large  number  of  State 
legislatures  have  looked  at  the  issue  and  said  the  people  who  are 
getting  the  degrees  from  our  schools  are  the  real  winners,  and  they 
I  can  afford  to  pay  a  little  bit  more  of  the  cost  because  our  priorities 
are  in  other  areas. 

Seventy-five  percent  of  the  young  people  who  do  not  graduate 
from  college  are  in  a  much  worse  situation  even  given  the  increase 
in  tuition  cost,  because  the  increase  in  tuition  cost  causes  some 
temporary  disruptions,  and  everybody  would  rather  not  have  such 
1  high  debt,  but  the  labor  market  pays  them  back  for  it  quite  well. 
!  It  is  those  people  who  do  not  go  on  to  college,  who  do  not  have 
those  tuition  costs,  who  are  really  handicapped  in  our  society, 
which  is  looking  more  £uid  more  for  skilled  workers. 

So  in  my  mind,  I  do  not  think  the  tuition  cost  increase  is  the 
major  issue.  As  a  matter  of  fact,  I  believe — this  may  sound  self- 
serving,  being  from  a  private  university — but  I  believe  that  States 
should  lower  their  subsidy  dramatically  to  higher  education,  charge 
more  like  the  full  cost  of  it,  and  provide  readily  available  loans  to 
1  make  sure  everybody  can  get  there  and  then  get  the  results.  That 
would  be  much  better  than  trying  to  hold  down  the  tuitions  that 
i  are  charged  in  individual  States. 

The  elementary  and  secondary  school  problem  is  a  much  dif- 
ferent problem.  That  is  a  problem  where  we  have  to  be  much  more 
directive  in  where  the  money  is  going  and  much  more  sure  that  we 
are  getting  an  outcome  from  it.  We  do  not  have  the  competition 
that  Professor  Hoxby  wants  nearly  enough  now  to  keep  that  under 
^  check.  At  the  higher  education  level,  we  do,  but  we  do  not  at  the 
\  elementary  and  secondary  level. 
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Dr.  HoxBY.  Again,  I  think  it  is  actually  useful  to  separate  the 
question  into  two  components,  the  elementary  and  secondary  and 
higher  education. 

With  regard  to  elementary  and  secondary,  I  could  not  agree  with 
you  more.  The  chart  that  you  showed  is  actually  quite  ^sturbing 
when  you  look  at  how  much  we  spend  relative  to  other  industri- 
alized nations,  and  we  realize  that  we  probably  cannot  keep  spend- 
ing at  this  level,  and  we  are  still  not  achieving  what  we  want  to 
achieve. 

With  regard  to  higher  education,  I  do  think  that  spending  has 
really  been  rising  in  real  terms  much  faster  in  elementary  and  sec- 
ondary schooling  than  it  has  in  higher  education.  Part  of  the  prob- 
lem in  higher  education  is  that  tuition  is  not  the  same  as  how 
much  it  costs  the  student.  So  when  a  State  university  decides  we 
are  going  to  raise  tuition,  but  we  are  going  to  give  more  financial 
aid  to  the  very  poorest  student,  that  is  not  something  that  we  see 
when  we  look  at  the  hst  price:  the  price  of  tuition.  There  is  a  tend- 
ency for  tuition  to  exaggerate  the  actual  cost  of  going  to  college  in 
the  United  States.  I  really  think  that  the  cost  problem  is  prob- 
ably— (I  am  not  saying  it  is  not  bad  for  higher  education) — worse 
in  elementary  and  secondary  education. 

Also,  it  is  true  that  the  return  to  college  education  right  now  is 
at  an  all-time  high.  This  does  cause  a  problem  for  parents  because 
that  while  their  child  may  be  able  to  go  to  college,  pay  that  large 
amount  of  money  and  eventually  make  it  back  over  his  lifetime,  the 
parent  is  not  going  to  college  now  and  making  it  back  over  his  life- 
time, and  the  parent  is  the  person  who  has  to  come  up  with  the 
money. 

So  there  is  a  tension  there.  I  can  understand  why  parents  are 
upset,  but  the  returns  to  college  are  very  high  right  now. 

Finally,  I  wish  to  emphasize  that  this  point  about  college  comple- 
tion is  really  more  of  the  problem  in  the  United  States  than  people 
not  going  on  to  college  at  all.  Many,  many  people  do  go  on  to  at 
least  some  amount  of  college  education,  but  we  really  have  a  prob- 
lem with  college  completion  in  the  United  States,  so  I  think  that 
all  programs  that  are  about  higher  education  should  try  to  address 
that. 

Senator  Grams.  Would  that  be  because  they  cannot  afford  to  fin- 
ish, they  have  other  obligations  and  drop  out? 

Dr.  HoXBY.  I  think  that  that  is  probably  a  lot  of  it,  that  they 
keep  working  while  they  are  in  college  and  that  it  is  a  struggle  to 
continue  college  and  also  to  work. 

Senator  Grams.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Senator  Smith.  Thanks,  Senator. 

Senator  Feingold? 

Senator  Feingold.  I  think  Senator  Durbin  was  next. 
Senator  Smith.  Senator  Durbin,  Tm  sorry. 
Senator  Durbin.  Thank  you  very  much. 

I  guess  we  all  consider  ourselves  somewhat  expert  on  this  sub- 
ject, since  we  all  attended  schools.  That  is  why  I  never  wanted  to 
run  for  the  school  board  in  my  home  town — everybody  has  a  better 
idea. 
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It  has  been  my  experience  in  life  that  we  cannot  draw  a  direct 
relationship  between  the  amount  spent  on  education  and  the  re- 
sult. I  am  a  product  of  Catholic  schools,  where  the  nuns  were  paid 
virtually  nothing,  and  I  thought  I  had  a  great  education.  My  life 
experience  suggests  that  if  you  are  given  parents  who  are  and  are 
involved  and  work  with  their  children  and  create  incentives  for 
them  to  succeed,  you  can  cut  back  a  little  bit  on  the  other  side 
when  it  comes  to  school  expenditures.  Most  teachers  will  agree,  it 
makes  their  job  a  lot  easier,  and  their  product  turns  out  to  be  a 
lot  better  in  terms  of  education. 

I  just  want  to  try  to  put  something  in  perspective.  Mr.  Smith, 
can  you  tell  me  how  much  do  we  spend— what  would  you  character- 
ize this  fiscal  year  as  Federal  aid  to  education?  How  much  is  that? 

Mr.  Smith.  You  mean  K  to  12  education.  If  you  just  take  the  De- 
partment of  Education  and  do  not  include  the  free  lunch  programs 
and  so  on,  it  is  around  $15  billion. 

Senator  Durbin.  Fifteen  billion. 

Mr.  Smith.  Most  of  it  is  to  Title  I,  handicapped— that  is  $10  bil- 
lion right  there;  there  is  another  couple  billion  dollars  that  go  to 
vocational  education  and  some  other  large  programs — impact  aid. 
So  that  by  and  large,  the  biggest  part,  80  to  90  percent,  goes  to  tar- 
geted populations  that  are  in  particular  need. 

Senator  Durbin.  So  that  if  we  have  a  Federal  budget  of  about 
$1.6  trillion,  and  we  are  spending  about  $15  billion  on  Federal  aid 
to  K  through  12 — is  that  close  

Mr.  Smith.  One  percent— yes. 

Senator  Durbin  [continuing].  OK — somebody  help  me  here— is 

that  less  

Mr.  Smith.  One  percent. 

Senator  Durbin.  Is  it  1  percent  that  we  are  dealing  with? 
Mr.  Smith.  Roughly,  right. 

Senator  DURBIN.  OK,  1  percent.  The  Federal  investment  in  K 
through  12  education  is  1  percent.  And  there  are  many  questions 
raised  here  in  our  Budget  Committee,  where  you  expect  them  to  be 
raised,  as  to  whether  we  are  spending  too  much,  throwing  money 
at  a  problem,  and  whether  we  are  overdoing  it  suggesting  that  we 
are  going  to  spend  more. 

I  find  that  a  little  difficult  to  agree  with.  I  will  tell  you  as  v/ell, 
from  my  life's  personal  experience,  that  sometime  in  the  late 
1950's,  panic  set  in  on  Capitol  Hill,  and  a  decision  was  made,  be- 
cause the  Russians  had  launched  Sputnik,  to  create  the  National 
Defense  Education  Act  so  that  those  "Commies"  would  not  beat  us 
into  space.  And  because  enough  paranoia  set  in  on  Capitol  Hill, 
that  program,  which  was  a  groundbreaking  progi'am,  Federal  in- 
volvement in  education,  because  of  that  program,  I  went  to  college. 
I  borrowed  the  money,  and  I  paid  it  back.  And  that  story  was  re- 
peated over  and  over  again. 

So  when  you  talk  about  the  role  of  the  Federal  Government  in 
education,  it  is  limited  in  amount,  but  its  impact,  I  think,  can  be 
substantial. 

I  would  like  to  ask  the  other  witnesses  a  question.  Dr.  Hanushek, 
let  me  try  to  give  you  a  perspective  which  is  a  little  different  than 
your  own.  You  suggested  that  the  President's  tax  suggestions  vj^ere, 
in  your  words,  pure  transfer  payments  to  middle-income  families. 
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and  in  your  statement,  you  said  they  have  little  to  do  with  reaching 
out  education  goals. 

I  have  got  to  tell  you,  Dr.  Hanushek,  that  you  ought  to  talk  to 
some  of  those  families  about  whether  or  not  this  kind  of  program 
helps  us  reach  out  Nation's  education  goals.  There  are  families 
where  husbands  and  wives  are  both  working,  sometimes  two  jobs, 
where  they  are  straining  to  provide  a  quality  of  life  at  home,  and 
we  are  probably  offering  them  maybe  $2,500  a  year  to  help  out. 
That  is  about  what  it  is  going  to  be,  isn't  it,  a  $10,000  deduction, 
somewhere  in  that  neighborhood? 

Mr.  Smith.  That  is  right — at  the  most,  for  those  folks. 

Senator  Durbin.  At  the  most.  And  you  are  saying  to  students, 
who  can  end  up  $30,000  or  $50,000  in  debt  with  a  bachelor's  degree 
and  no  job:  We  are  going  to  help  you  a  little  bit.  We  are  going  to 
reduce  it  by  $10,000  if  it  works,  if  tuition  does  not  rise  faster  than 
the  program. 

I  do  not  think  this  is  just  a  pure  transfer  payment.  I  do  not  real- 
ly think  it  is.  I  think  it  is  helping  families,  which  your  economic 
statistics  will  tell  you  are  having  a  tough  go  of  it.  The  middle  class 
in  America,  but  for  the  last  few  years,  has  been  shrinking,  and 
what  we  are  talking  about  is  trying  to  relieve  some  of  this  pressure 
so  they  can  reach  their  very  first  obligation. 

I  will  bet  you  a  nickel  if  you  meet  a  couple  that  has  just  had  a 
brand  new  baby,  here  is  how  the  conversation  goes:  Oh,  he  looks 
just  like  his  dad.  Hov/  is  he  doing?  Just  fine.  Is  he  sleeping  at 
night?  Yes.  Have  you  thought  about  college  education? 

I  mean,  that  is  about  the  third  thing  that  comes  up,  because  we 
are  all  fixed  on  it.  What  the  President  is  doing  is  addressing  that 
concern.  I  think  that  that  is  a  valid  thing  to  do. 

Dr.  Hanushek.  I  have  no  problem  with  your  statements  and 
characterizations  about  how  difficult  it  is  to  send  a  child  to  college. 
I  sent  two  children  to  private  universities,  and  I  know  that  it  re- 
stricts what  I  can  do  with  my  income. 

The  reason  I  call  it  a  pure  transfer  program  is  that  most  of  the 
available  evidence  suggests  that  if  the  Federal  Government  does 
not  provide  this  extra  money,  these  families  are  still  going  to  try 
to  get  their  children  into  college — they  are  going  to  work  a  little  bit 
harder,  they  are  not  going  to  be  as  happy,  and  surely,  every  one 
of  them  would  like  to  have  some  help  in  doing  that.  But  that  is  a 
transfer  program  in  the  sense  that  nobody's  behavior  is  changed  in 
terms  of  going  to  school  

Senator  Durbin.  No;  now,  there  is  where  I  disagree.  That  is 
where  I  disagree.  I  think  that  a  student  with  less  of  a  burden  for 
pajdng  tuition  may  finish  in  4  years  instead  of  5.  I  think  that  for 
parents  trying  to  help  a  child  get  through  college  with  a  helping 
hand,  their  quality  of  life  may  be  improved.  They  may  be  able  to 
stay  home  a  little  more.  Perhaps  the  spouse  does  not  have  to  get 
a  job. 

Dr.  Hanushek.  I  have  no  problem  with  those  ideas  and  the  pos- 
sibility of  that.  I  do  have  a  problem,  frankly,  with  the  fact  that  the 
losers  are  the  other  75  percent  who  do  not  go  to  college;  they  do 
not  have  the  large  tuition  bills,  but  they  will  be  handicapped  for- 
ever throughout  their  working  life  because  of  not  having  the  skills 
to  compete  in  our  society. 
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Senator  Durbin.  The  biggest  single  problem  on  Capitol  Hill  is 
that  the  best  is  always  the  enemy  of  the  good.  We  have  a  good  sug- 
gestion from  the  President.  You  want  a  better  suggestion.  You 
want  to  be  able  to  increase  access.  I  am  with  you.  But  I  think  the 
President  is  speaking  to  that  when  he  talks  about  K  through  14. 
I  think  he  is  speaking  to  that  when  he  talks  about  HOPE  Scholar- 
ships. 

I  mean,  we  really  are  trying  to  democratize  higher  education  as 
we  should,  but  please,  if  this  is  only  a  transfer  payment  to  middle- 
income  families,  please  sign  me  up  for  it,  because  the  folks  that  I 
talk  to  across  my  State  and  across  the  country  need  a  helping 
hand. 

I  would  like  to  ask  Dr.  Hoxby  a  question  as  well.  You  talk  about 
the  productivity  in  education.  How  do  you  measure  that?  What  is 
the  standard  that  you  use  for  that? 

Dr.  Hoxby.  That  is  a  good  question.  We  measure  it  in  a  number 
of  ways.  Usually,  we  use  measures  of  student  achievement — things 
like  test  scores,  whether  kids  go  on  to  college,  how  well  they  do 
later  in  life  in  terms  of  their  career  and  their  wages.  And  people 
also  go  as  far  afield  as  looking  at  things  like  whether  they  are  like- 
ly to  have  criminal  behavior  or  whether  they  are  likely  to  have 
other  sorts  of  problems  in  their  lives. 

Senator  Durbin.  And  you  measure  that  against  what? 

Dr.  Hoxby.  You  measure  that  against  how  many  dollars  are 
being  spent. 

Senator  Durbin.  OK.  My  problem  with  that  is  that  I  think  it  is 
a  difficult  thing  to  measure.  You  used  the  standard  1970  to  1990, 
or  1970  to  1996,  in  your  testimony.  I  would  suggest  to  you  that  a 
few  things  have  occurred  in  education  in  that  20-  or  25-year  period 
of  time. 

I  graduated  from  Georgetown  Law  School  in  1969,  a  class  of  600 
people;  about  1  percent,  maybe  2  percent,  were  women.  Today,  at 
Georgetown  Law  School,  over  half  of  the  students  are  women. 
Women  students  graduating  from  college  back  in  the  late  sixties, 
early  seventies,  were  headed  toward  nursing  and  teaching — and 
some  other  things,  but  primarily  nursing  and  teaching.  So  we  have 
seen  a  change  in  the  profile  of  teachers  and  a  good  change  in  terms 
of  the  compensation  of  teachers,  as  far  as  I  am  concerned. 

Do  you  think  today's  teachers  in  America  are  overpaid? 

Dr.  Hoxby.  That  is  a  difficult  question.  I  think  that  we  want  to 
pay  American  teachers  an  amount  that  will  get  people  who  should 
be  teachers  to  be  teachers.  And  that  means  that  we  cannot 
underpay  them;  if  we  underpay  them,  people  who  are  going  to  be 
good  teachers  will  not  be  teachers  in  the  United  States.  We  need 
to  have  people  who  like  learning,  like  education,  can  express  their 
enthusiasm  and  understand  whatever  it  is  that  they  are  supposed 
to  be  teaching  to  be  in  the  public  schools. 

So  in  that  sense,  I  think  that  no,  certainly,  they  are  not  under- 
paid— but  

Senator  Durbin.  They  are  not  underpaid? 

Dr.  Hoxby.  I  am  sorry — they  are  not  overpaid.  But  it  is  not  quite 
that  simple  a  question.  It  is  a  matter  of  whether  we  are  getting  the 
quality  of  person  to  do  the  amount  of  work  that  we  want  for  what 
we  are  paying  them.  That  is  the  more  difficult  thing.  It  is  not  that 
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the  dollars  are  too  many.  It  is  that,  in  general,  we  are  not  getting 
very  good  value  for  the  dollars  we  are  spending. 

Senator  Durbin.  Mr.  Chairman,  could  I  ask  another  question  or 
two? 

Senator  Smith.  Go  right  ahead,  Senator. 
Senator  Durbin.  Thank  you. 

Let  me  just  say  that  I  think  what  we  are  dealing  with  here — and 
I  think  most  of  us  will  agree — is  trjdng  to  figure  out  a  way  through 
this  that  in  fact  improves  the  quality  of  education. 

I  think  that  when  the  President  suggests  testing  on  reading  at 
the  end  of  the  3rd  grade,  and  8th  grade  in  terms  of  science  and 
math,  it  is  reasonable.  In  the  City  of  Chicago,  when  the  announce- 
ment was  made  1  year  ago  that  there  would  no  longer  be  social 
promotions,  the  Iowa  test  scores  went  up.  That  was  it.  They  said 
to  the  parents  and  the  students:  It  is  for  real.  At  the  end  of  the 
school  year,  you  have  got  to  pass  a  test,  and  if  you  do  not  pass  it, 
you  will  go  6  weeks  in  summer  school,  and  if  you  do  not  pass  it 
after  that,  you  will  repeat  the  grade. 

Now  it  is  on  the  level,  and  parents  are  showing  up  to  pick  up 
report  cards;  students  are  taking  this  a  little  more  seriously.  I 
think  we  can  create  those  incentives  in  the  current  system  to  make 
sure  that  teachers  are  not  only  doing  their  jobs,  but  that  parents 
and  students  are  as  welL 

The  last  point  I  would  like  to  make— and  I  am  sorry  that  Senator 
Grams  is  not  here — I  would  like  to  take  a  closer  look  at  liis  chart 
and  see  what  the  educational  standards  are  in  all  of  the  countries 
tliat  are  compared  to  the  United  States.  Do  they  make  as  serious 
an  effort  as  we  do  to  educate  disabled  children?  That  is  very  expen- 
sive. If  you  can  eliminate  that  group  from  your  educational  system, 
that  is  an  expense  which  most  school  districts  will  tell  you  trans- 
lates into  a  lot  of  money. 

One  school  district  in  suburban  Cook  County  is  pajdng  $80,000 
for  one  student  to  go  to  a  special  school  in  Colorado— one  student, 
$80,000  a  year.  Now,  those  districts  have  more  than  one  student 
to  worry  about,  and  I  wonder  whether  they  do  in  some  of  those 
countries. 

Dr.  HoxBY.  Special  education  certainly  has  been  a  factor  in  the 
real  cost  increase  in  American  elementary  and  secondary  edu- 
cation, but  it  does  not  explain  all  of  the  cost  increase  by  any 
means.  In  fact,  probably  Professor  Hanushek  could  address  this 
more  directly,  but  I  believe  it  explains  less  than  one-third. 

Dr.  Hanushek.  If  you  look  at  the  growth  in  spending  between 
1980  and  1990,  perhaps  20  percent  of  that  is  due  to  increases  in 
special  education,  and  80  percent  is  other  things.  So  that  says  that 
special  education  is  important;  it  is  disproportionately  important;  it 
is  not  everything.  It  is  a  whole  bunch  of  other  things. 

Mr.  Smith.  If  I  could  add  to  that,  between  1970  and  1990,  I  think 
you  will  find  a  different  number,  because  the  special  education  act, 
IDEA,  really  came  into  existence  in  1974,  so  that  there  was  a  huge 
jump  in  the  seventies,  and  there  was  some  substantial  increase  in 
the  eighties  and  nineties.  That  accounts  for  a  very  large  percent- 
age— over  one-third,  I  am  sure,  of  the  increase  that  has  been  talked 
about.  I  think  you  need  to  look  at  it  very  closely. 
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Now,  the  other  part  of  that  is  that  it  has  been  very  productive 
for  a  huge  number  of  students. 

Senator  DURBIN.  Sure,  and  that  is  a  value  judgment  we  made  as 
a  Nation. 

I  will  conclude  by  sa3dng  this.  I  think  when  you  talk  about  pro- 
ductivity in  education,  you  necessarily  have  to  bring  in  the  fact 
that  since  1970,  the  profile  of  students  and  teachers  has  changed 
in  America.  I  think  we  have  a  much  more  diverse  student  popu- 
lation— witness  how  many  different  languages  are  being  taught  in 
public  schools  to  immigrant  children  now.  I  think  we  have  children 
coming  to  school  and  facing  more  difficult  problems  than  they  did 
25  years  ago;  dysfunctional  families;  problems  at  home  that  make 
it  more  difficult  to  teach.  I  think  we  have  a  profile  of  teachers  that 
has  changed,  too. 

I  do  not  think  you  can  put  this  down  in  simple,  hard  calculations 
of  test  scores  versus  cost  of  education.  I  think  there  is  much  more 
to  it.  I  agree  with  your  conclusions,  and  I  think  we  all  do,  that  in- 
centives and  performance-based  incentives  really  are  the  goal  that 
we  should  seek  to  make  sure  we  have  accountability. 

Thank  you  for  your  forbearance,  Mr.  Chairman. 

Senator  Smith.  Thank  you.  Senator.  You  asked  excellent  ques- 
tions; in  fact,  you  stole  most  of  my  thunder. 

The  80  percent  component  of  the  increase — is  that  attributable  to 
salaries? 

Dr.  Hanushek.  In  part,  saJaries.  We  have  had  a  reduction  by 
one-third  in  the  pupil-teacher  ratio  over  that  time  period.  We  have 
had  an  increase  in  graduate  education  of  teachers  where  in  1970, 
one-quarter  of  the  teachers  had  master's  degrees;  today,  over  one- 
half  of  teachers  have  master's  degrees,  and  more  experienced 
teachers.  So  we  pay  for  all  of  those  things.  The  only  problem  is  that 
none  of  them  appears  to  be  very  directly  related  to  student  per- 
formance, so  we  are  paying  for  all  the  things  that  do  not  seem  to 
count. 

Senator  Smith.  Dr.  Hanushek,  I  am  very  interested  in  the  com- 
ment that  you  made.  I  am  sorry  that  I  was  not  here  for  all  of  your 
testimony — but  I  will  explain  my  bias.  I  have  always  opposed 
vouchers  for  private  education  because  I  am  concerned  that  they 
would  simply  subsidize  those  who  can  already  afford  to  leave  the 
public  system  £ind  create  a  disadvantage  for  those  remaining  in  the 
public  system. 

You  are  suggesting,  however,  another  approach  that  ultimately 
may  not  result  in  such  disadvantage  and  reduce  class  sizes,  which 
I  believe  is  one  of  our  obstacles  in  the  education  system. 

Who  would  be  responsible  for  means-testing,  the  IRS?  Would  in- 
dividuals submit  tax  forms  into  the  school  boards  and  receive 
vouchers? 

Dr.  HOXBY.  Well,  I  do  not  know  that  tax  forms  would  work  for 
everyone  in  the  United  States,  particularly  very  low-income  people, 
but  I  think  that  given  the  fact  that  we  now  do  means-testing  for 
many  Federal  programs,  including  free  and  reduced-price  school 
lunches,  that  it  would  not  be  overly  difficult  for  the  people  who  are 
low-income.  For  people  who  are  high-income,  in  fact,  the  tax  form 
would  be  a  suitable  way  of  doing  it.  It  could  be  done  through  the 
tax  system  as  a  tax  credit. 
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What  I  wanted  to  say  about  the  means-testing,  though,  and  I 
think  this  is  an  important  point,  is  that  if  you  were  to  design  a 
voucher,  it  should  be  designed  on  purpose  so  that  there  is  always 
more  money  left  per  pupil  in  the  public  system  when  a  student 
leaves  the  public  system  for  a  private  school.  It  really  should  be  de- 
signed that  way.  It  should  not  be  designed  so  that  if  I  am  the  one 
student  who  gets  to  go  to  the  private  school,  then  I  take  money 
with  me,  and  the  other  students  lose  as  a  result  of  my  going. 

There  should  be  a  sort  of  surplus  for  the  public  schools  in  the 
sense  that  we  know  that  it  does  not  cost  as  much  to  educate  that 
last  student  as  it  costs  to  educate  the  first  student  and  the  second 
student  and  so  forth.  So  you  really  want  to  take  that  into  account. 

I  also  agree  that  we  should  be  worried  about  any  type  of  voucher 
that  would  be  set  up  so  that  it  would  reward  people  who  could  al- 
ready afford  to  send  their  children  to  private  school  and  who  al- 
ready have  many  alternatives,  and  I  think  the  answer  to  that  is 
a  very  means-tested  program. 

Senator  Smith.  Mr.  Smith? 

Mr.  Smith.  Senator,  may  I  add  that  I  think  we  can  design  perfect 
systems,  and  we  can  engineer  things  on  paper,  but  we  cannot  do 
things  politically.  And  in  the  very  short  run,  a  system  like  that 
might  be  means-tested,  but  over  the  longer  run,  there  will  be  in- 
credible pressure  for  it  to  spread  out  to  people  who  are  already 
sending  their  kids  to  private  schools. 

That  is  one  problem,  but  that  is  not  the  really  fundamental  prob- 
lem. I  think  there  are  two  fundamental  problems.  One  is  the  fact 
that  private  schools  will  not  have  the  kind  of  public  accountability 
that  we  would  require — all  of  us  would  require — of  public  dollars, 
that  kids  have  equal  access  to  get  in,  that  they  do  not  have  to  buy 
their  way  in.  In  this  case,  we  have  talked  about  tuition  inflation 
if  a  whole  bunch  of  kids  got  $1,000  to  go  to  another  school.  Well, 
the  private  school  prices  might  creep  up  to  accommodate  for  that; 
the  cost  then  would  be  exactly  the  same,  and  there  would  not  be 
any  net  gain  in  productivity,  as  the  professor  has  suggested. 

So  we  lose  the  public  accountability,  and  we  also  lose  the  sense 
that  this  Nation  has  depended  upon  a  mix  of  public  and  private 
schools,  public  schools  funded  by  the  public,  private  schools  funded 
by  private  people,  for  120  years.  It  has  built  the  strongest  democ- 
racy and  the  strongest  economy  in  the  world;  it  is  the  longest-run- 
ning democracy.  If  we  are  going  to  throw  that  over  because  we  ex- 
pect the  possibility  that  there  will  be  a  4  percent  increase,  from  10 
percent  in  private  schools  to  14  percent  in  private  schools,  because 
of  some  sort  of  national  private  school  voucher,  we  are  losing  our 
minds.  That  kind  of  experimentation,  radical  experimentation,  is 
not  going  to  get  us  anywhere.  We  need  to  change  what  goes  on  in 
the  classroom.  We  need  to  heighten  the  standards  for  kids.  We 
need  to  change  the  kinds  of  content  that  they  are  getting.  It  is  only 
through  that;  it  is  not  through  some  sort  of  mechanical  problem 
that  operates  in  any  kind  of  mystical  economic  system  that  exists 
out  there  on  paper,  but  does  not  exist  in  the  practical  world  of  poli- 
tics. 

Senator  Smith.  Every  time  I  discuss  this  issue,  I  am  frustrated 
by  the  fact  that  we  have  a  monopoly  that  we  do  not  like  and  we 
want  to  change.  Yet  when  we  begin  to  consider  structural  changes 
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to  our  education  system,  problems  are  multifaceted  and  difficult  to 
solve  at  the  Federal  level.  In  addition  I  agree  to  what  Senator 
Grams  was  suggesting — we  respond  by  throwing  money  at  the  sys- 
tem— ^because  we  care,  but  have  not  solved  the  underlying  problem. 
Perhaps  you  can  speak  to  my  frustration  on  this  issue. 

Mr.  Smith.  If  I  could  say  one  more  thing,  I  think  the  focus  that 
the  President  has  on  charter  schools,  on  providing  serious  public 
choice  within  systems  and  increasing  that  across  the  country,  ad- 
dress an  awful  lot  of  the  issues  that  have  been  raised  for  poor  peo- 
ple, for  the  kind  of  release  from  a  bad  schooling  experience  that 
some  parents  expect,  and  in  terms  of  creating  some  of  the  competi- 
tion that  has  been  talked  about  here. 

Senator  Smith.  Yes? 

Dr.  Hanushek.  Senator,  if  I  could  say  a  couple  of  things  on  this, 
first,  we  just  do  not  know  how  to  design  these  systems  to  make 
sure  that  everything  is  perfect.  That  is  why  I  emphasized  some 
much  broader-based  experimentation. 

I  can  think  of  choice  systems  that  would  be  absolute  disasters  for 
the  United  States,  that  led  to  complete  income  and  racial  segrega- 
tion of  schools,  that  had  one  class  of  people  left  out.  On  the  other 
hand,  I  can  think  of  systems  that  quite  possibly,  because  parents 
become  more  involved,  and  there  is  more  competition,  lead  to  the 
improvement  in  the  public  school  classrooms  because  the  public 
schools  now  have  to  try  to  attract  the  students  away  from  the  pri- 
vate schools. 

We  do  not  know  how  to  ensure  that  we  just  get  the  good  answers 
and  not  the  bad  complete.  We  do  know,  from  the  one  experiment 
that  we  have  in  this  Nation  over  a  long  period  of  time,  in  Milwau- 
kee, WI,  that  we  seem  to  get  about  the  same  or  maybe  slightly  im- 
proved achievement  over  some  long  period  of  time  at  half  the  cost 
and  with  considerably  more  parental  satisfaction. 

So  even  if  we  got  the  same  outcomes  in  terms  of  performance, 
there  seem  to  be  great  gains  from  this  tiny,  very,  very,  very  con- 
strained competition  that  exists  in  Milwaukee. 

Senator  Smith.  Very  good. 

Dr.  Hoxby? 

Dr.  Hoxby.  I  agree  that  charter  schools  perform  many  of  the 
same  functions  or  nave  many  of  the  same  good  attributes  as  some- 
thing like  a  private  school  voucher,  and  I  think  that  anyone  who 
is  thinking  about  trying  to  have  a  choice-based  reform  would  be 
wise  to  consider  these  two  options.  But,  I  agree  also  with  Professor 
Hanushek  that  both  of  them  can  be  set  up  very  badly— charter 
schools  as  well  as  private  school  vouchers.  Instead  of  giving  good 
incentives,  they  can  create  segregation.  Both  of  them  can  also  be 
set  up  very  well  so  that  they  give  good  financial  incentives  to  the 
public  schools  as  well  as  to  the  schools  and  students  that  are  a  part 
of  these  new  options  (charter  schools  and  vouchers). 

And  I  must  add  that  although  it  is  true  that  education  takes 
place  in  American  classrooms,  that  does  not  mean  that  the  role  of 
Government  is  to  have  direct  oversight  in  classrooms.  American 
firms  perform  pretty  weU  for  their  shareholders  when  they  are 
given  profit  incentives,  and  their  shareholders  are  not  walking 
around,  looking  to  see  what  is  happening  in  every  cubicle.  It  is  ex- 
actly the  same  type  of  situation.  Just  because  education  goes  on  in 
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the  classroom  does  not  mean  that  it  is  a  bad  idea  to  give  schools 
incentives  that  operate  in  a  more  abstract  financial  way — incen- 
tives that  work  through  their  budget,  their  "bottom  line."  We  do 
not  need  to  walk  into  schools  to  see  what  they  are  doing.  We 
should  let  them  choose  for  themselves. 
Senator  Smith.  Thank  you. 

I  have  one  other  question,  and  then.  Senator  Feingold,  the  time 
is  yours.  The  President  has  based  his  proposal  for  the  HOPE  Schol- 
arship of  the  State  of  Georgia  which  is  funded  through  a  State  lot- 
tery. Is  he  adopting  this  funding  mechanism  as  well? 

Mr.  Smith.  No. 

Senator  Smith.  OK.  Senator  Feingold? 

Senator  Feingold.  Thank  you,  Mr.  Chairman. 

First,  I  will  say  that  I  will  have  a  couple  of  brief  questions  at  the 
end,  but  I  would  like  to  make  a  few  comments.  I  just  became  a 
member  of  this  committee,  and  the  principal  reason  I  wanted  to  be- 
come a  member  of  this  committee  was  to  play  a  greater  role  in  try- 
ing to  balance  this  countr/s  budget.  That  is  my  first  priority.  I 
wsuit  it  done  by  the  year  2002,  and  I  think  there  is  a  pretty  good 
consensus  in  the  Congress  and  with  the  President  on  that. 

But  I  also  hope  to  sit  on  this  committee  someday — sooner  rather 
than  later — when  we  have  a  discipline  here,  whether  it  is  through 
a  constitutional  amendment,  which  I  hope  is  not  the  way,  or  if  it 
is  done  through  good  legislative  behavior,  where  we  always  balance 
the  budget.  But  in  the  end,  that  is  only  a  partial  victory  for  the 
American  people  because  once  you  balance  the  budget,  that  does 
not  answer  the  question  of  what  your  priorities  are. 

That  is  a  very  important  function  of  this  committee.  And  when 
it  comes  to  the  question  of  education,  I  just  want  to  reiterate  the 
fact  that  less  than  2  percent  of  the  1997  fiscal  year  budget  is  for 
elementary  and  secondary  and  higher  education.  This  represents 
approximately  7  percent  of  all  spending  nationally  on  education 
with  the  States  and  local  governments  and  private  sources,  making 
by  far  the  greatest  contributions.  And  I  frankly  do  not  think  that 
that  is  likely  to  represent  the  right  balance  of  priorities. 

I  agree  with  the  Chairman  and  others  who  have  said  that  simply 
throwing  money  at  a  problem  accomplishes  nothing,  but  based  on 
what  I  have  seen  around  my  State,  there  are  places  where  well- 
placed  funding  could  make  a  big  difference.  And  I  have  been  very 
concerned  about  the  size  of  the  Federal  budget,  but  I  do  feel  that 
there  is  an  opportunity  here  to  start  talking  about  these  priorities 
now,  that  even  in  a  context  where  we  are  trying  to  balance  the 
budget,  and  that  is  our  first  priority,  we  also  have  an  opportunity 
to  begin  to  fix  the  priorities  within  that  balanced  budget.  And  I 
think  our  priorities  are  skewed. 

We  continue  to  fund  corporate  welfare  while  some  of  our  schools 
are  crumbling.  We  favor  special  interest  water  subsidies  at  the  ex- 
pense of  ftinding  technology  in  the  classroom.  And  in  the  continu- 
ing resolution  last  year — I  was  the  only  Democrat  to  vote  against 
the  continuing  resolution — while  it  had  many  good  things  for  edu- 
cation, I  could  not  help  but  note  and  was  unable  to  support  a  $9 
billion  increase  for  the  Pentagon,  an  increase  which  they  had  not 
even  asked  for,  all  the  while  all  we  were  doing  was  making  sure 


259 


that  we  did  not  accept  large-scale  cuts  that  had  been  proposed  for 
education. 

And  finally,  when  we  contemplate  allowing  tax  dollars  to  be  di- 
verted to  private  schools,  I  think  it  is  a  bad  priority.  I  think  it 
drains  our  public  schools  of  the  resources  they  need  to  educate  the 
highest-need  students  who  will  undoubtedly  be  left  behind.  Obvi- 
ously, we  had  a  vigorous  debate,  Doctor,  in  Wisconsin  in  this  sub- 
ject, which  you  just  alluded  to.  One  of  my  conclusions  about  that 
debate,  at  least  tentatively — ^you  certainly  have  accurately  stated 
some  of  the  conclusions — was  that  the  question  was  not  simply 
what  the  effect  is  in  terms  of  how  parents  feel — that  is  very  impor- 
tant— but  also  what  kind  of  a  society  we  want  and  what  kinds  of 
relationships  do  we  want  to  see  develop  among  different  types  of 
people  in  a  diverse  society,  and  how  those  goals  change  if  we  go 
down  the  road  of  too  much  privatization.  But  I  think  that  that  is 
a  fair  debate  for  the  future. 

Let  me  ask  a  couple  of  quick  questions.  First,  I  would  like  to  ask 
Mr.  Smith  if  I  could  hear  a  little  bit  more  about  the  school  con- 
struction initiative  that  President  Clinton  has  proposed.  Wisconsin 
has  recently  focused  very  heavily  on  this  issue  and  has  done  a 
whole  lot  lately  to  spend  more  State  dollars  on  improving  facilities 
and  infrastructure.  I  am  happy  to  say  I  have  had  the  opportunity 
to  participate  in  the  dedication  of  some  absolutely  beautiful  new 
schools  around  the  State,  and  that,  of  course,  is  something  we  are 
proud  of,  and  it  is  great  for  the  kids  and  the  families  in  the  State. 

We  are  very  proud  of  our  progressive  tradition — and  sometimes, 
we  think  we  get  ahead  of  the  curve  on  these  issues.  Sometimes,  we 
get  penalized,  because  we  do  not  get  credit  for  taking  the  initiative, 
for  spending  our  State  and  local  tax  dollars.  For  that  reason,  I 
would  like  to  know  whether  this  program  would  allow  for  the  flexi- 
ble use  of  new  Federal  funds  for  other  related  purposes. 

Mr.  Smith.  It  depends  on  what  the  other  related  purposes  are, 
but  at  the  present  time,  upgrading  schools  for  technology  is  one 
possible  purpose.  It  is  focused  on  infrastructure  development  and 
upgrading  for  a  variety  of  different  reasons — for  health  reasons,  for 
safety  reasons — and  for  building  new  schools. 

You  probably  do  not  know  this,  but  I  spent  6  years  in  Wisconsin 
at  the  University.  We  went  there  to  raise  our  kids  after  the  Carter 
administration,  after  we  had  spent  some  time  here.  One  of  my  sons 
is  a  special  education  teacher  in  Hudson,  WI,  with  a  wonderful 
family  and  two  very  young  children,  my  grandchildren.  And  they 
actually  just  passed  a  bond  issue  in  Hudson.  They  plamned  it  very 
carefully,  and  they  mobilized  the  community  and  got  together,  and 
they  are  going  to  build  a  terrific  school  there  sometime  over  the 
next  couple  of  years. 

The  money  that  would  go  to  Wisconsin  under  the  present  plan — 
and  as  I  said,  we  have  not  finalized  this,  so  I  am  talking  a  little 
bit  out  of  school — but  under  the  present  plan,  would  not  go  on  the 
basis  of  how  much  you  have  constructed  in  the  State  recently,  but 
we  would  ask,  when  it  was  allocated  within  the  State,  to  go  to  com- 
munities that  would  not  otherwise  have  initiated  construction 
plans. 

So  it  is  supposed  to  go  there  as  an  incentive  to  create  new  con- 
struction that  would  not  otherwise  be  done.  That  is  really  the  focus 
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of  it.  But  for  the  State  as  a  whole,  we  are  not  going  to  try  to  make 
that  judgment. 

Senator  Feingold.  That  is  helpful,  and  I  look  forward  to  working 
with  you  as  this  is  more  specifically  defined. 

Let  me  ask  one  other  question  of  all  three  of  you.  I  am  becoming 
increasingly  interested  in  the  issue  of  classroom  size  after  hearing 
some  accounts  of  kids  in  New  York  in  classrooms  of  37,  38  kids, 
and  how  incredibly  frustrating  that  was  for  both  the  teacher  and 
the  students. 

Isn't  it  true  that  small  classroom  size  is  important,  especially  in 
the  early  years  of  instruction,  and  what,  in  your  opinion,  is  the 
ideal  student-teacher  ratio  for  children  in  the  first  and  second 
grades?  I  am  just  beginning  to  look  into  this  issue  a  little  more 
closely.  I  know  it  is  a  major  issue,  but  I  am  having  the  opportunity 
now  to  get  into  it  in  a  little  more  depth.  I  would  like  to  just  get 
your  initial  impressions  on  the  record. 

Mr.  Smith.  Just  very  quickly,  as  you  may  know,  there  are  some 
recent  studies  on  this  that  suggest  that  class  size  does  make  a  dif- 
ference. It  is  clear  that  what  happens  in  the  class  makes  the  dif- 
ference, and  what  a  smaller  class  size  can  facilitate  is  a  lot  more 
individual  attention  to  students  by  their  teacher  and  a  lot  more  un- 
derstanding of  the  differences  among  the  students  and  how  they 
can  shape  their  lessons.  It  is  very,  very  important. 

When  I  moved  from  Wisconsin  to  California,  I  used  to  give  a  talk 
in  California,  and  I  would  shock  Californians  by  saying  that  in 
Wisconsin,  where  they  have  committed  themselves  to  education, 
the  class  sizes  in  the  early  elementary  grades  were  23,  24,  25;  in 
California,  they  were  31  or  32.  California  is  now  moving,  and  the 
Governor  is  now  focusing  a  lot  of  their  resources  into  lowering  class 
size  in  K  to  3,  and  the  reports  that  I  hear  back  are  that  while  it 
is  chaotic,  and  they  are  having  to  go  out  and  get  a  lot  of  teachers 
fast,  it  is  tremendously  positive.  School  board  people  were  in  talk- 
ing with  us  yesterday  about  the  tremendous  energy  that  is  being 
generated  through  the  system  by  this  kind  of  influx. 

Senator  Feingold.  What  are  they  bringing  the  numbers  down 
to? 

Mr.  Smith.  They  are  trying  to  bring  it  down  to  20-to-l. 

Senator  Feingold.  Let  me  follow  up  on  that.  Some  have  said 
that  unless  you  get  it  below  15  or  16,  it  makes  no  difference.  Do 
you  share  that  view? 

Mr.  Smith.  Well,  again,  it  comes  back  to  what  you  do.  I  mean, 
you  ought  to  have  teacher  training  that  goes  along  with  it.  There 
is  some  evidence  that  you  have  to  dip  down  below  20  in  order  to 
really  make  a  difference.  But  I  think  that  what  you  see  in  places 
like  California,  where  they  are  dropping  it  from  30  to  20,  is  a  tre- 
mendous burst  of  enthusiasm  of  the  teachers.  It  is  a  sense  that,  by 
gosh,  I  can  really  do  something  now  that  I  could  not  do  before. 

Senator  Feingold.  It  is  sort  of  counter-intuitive  to  think  that 
dropping  from  30  to  20  would  not  make  a  difference. 

Mr.  Smith.  It  is  counter-intuitive.  That  is  right.  Most  of  these 
studies  are  done  on  the  basis  of  dropping  from  26  to  24,  so  that 
all  gets  messed  up  in  the  set  of  statistical  perturbations,  and  it  is 
very  hard  to  make  a  judgment. 

Senator  Feingold.  Thank  you  for  that  answer. 
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Doctor,  your  impression? 

Dr.  Hanushek.  I  would  just  say  that  the  bulk,  the  greatest 
amount  of  evidence  on  class  size  suggests  that  there  is  no  system- 
atic relationship  between  class  size  and  student  performance. 

There  are  a  few  studies  that  suggest  differently,  and  there  is  a 
controversial  experiment  in  the  State  of  Tennessee  in  the  mid- 
1980's  that  I  think  is  behind  some  of  your  questions,  where  they 
actually  tried  to  experimentally  lower  class  sizes  from  22  or  23  to 
15.  The  best  reading  of  that  evidence  is  that  perhaps  it  makes  a 
difference  at  kindergarten  and  first  grade,  but  not  later  on. 

This  is  an  example,  I  think,  of  exactly  why  we  cannot  legislate 
very  well  centrally  what  goes  on  in  schools  and  why  we  want  to 
provide  incentives  to  local  schools. 

I  am  absolutely  convinced  that  there  are  some  class  situations, 
some  groups  of  students,  some  teachers,  some  curricular  issues 
that  are  just  improved  immensely  by  having  small  classes,  and 
there  are  a  great  number  of  others,  teachers  and  class  groups  and 
so  on,  where  it  does  not  make  much  difference. 

We  usually  debate  this  policy  in  terms  of  should  we  lower  all 
class  sizes,  as  in  California,  to  20.  California  put  $1  billion  into 
lowering  class  sizes  K  through  3  down  to  20.  We  will  never,  ever 
find  out  whether  they  got  anything  out  of  it  except  for  testimonials 
by  people.  We  will  never  be  able  to  evaluate  whether  they  got  any- 
thing out  of  it,  but  yet  we  go  ahead  and  put  $1  billion  in  without 
thinking  about  which  classes  this  will  work  in  and  which  will  it 
not.  And  if  you  provide  the  incentives  to  local  schools,  you  might 
get  them  making  those  decisions  to  use  small  classes  where  they 
are  productive  and  not  where  they  are  not. 

Senator  Feingold.  Thank  you. 

Dr.  Hoxby? 

Dr.  Hoxby.  I  do  not  want  to  repeat  what  Professor  Hanushek  has 
said,  and  I  agree  with  everything  he  said.  I  do  think  that  the  bulk 
of  the  evidence  is  that  systematically  lowering  class  sizes  does  not 
have  any  effect  on  student  achievement.  There  are  a  very  few  stud- 
ies that  find  the  reverse,  but  those  studies  have  serious  problems. 
Really,  the  bulk  of  the  evidence  is  on  the  other  side. 

I  would  like  to  emphasize  one  thing  that  Professor  Hanushek  did 
not  emphasize,  and  that  is  that  reducing  class  size  across  the  board 
is  an  enormously  expensive  undertaking.  That  is  because  lowering 
pupil-teacher  ratio,  say,  from  20  to  18,  is  two  students,  but  that  is 
a  10  percent  lowering  in  the  size  of  classes.  That  means  you  hire 
10  percent  more  teachers,  you  have  10  percent  more  classes.  Every 
reduction  in  class  size  (measured  in  students)  is  more  and  more  ex- 
pensive as  the  classes  get  smaller. 

So  this  is  an  enormously  expensive  policy,  and  we  ought  to  be 
very  careful  when  applying  it,  because  what  we  are  doing  is  giving 
up  opportunities  to  have  other  types  of  policies  that  might  be  more 
targeted.  And  I  fully  agree  that  having  small  classes  provides  an 
opportunity  for  certain  types  of  teachers  to  really  do  a  much  better 
job.  But,  it  is  not  obvious  that  all  teachers  need  small  classes  at 
all  times.  And  given  the  expense  of  reducing  class  size,  I  think 
across-the-board  reductions  in  class  size  are  not  a  good  idea.  I 
would  much  prefer  to  have  a  school  be  given  incentives  to  do  well; 
then  the  school  could  decide  which  classes  should  be  smaller  and 
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which  classes  could  be  larger.  The  school  could  decide  how  to  deal 
with  its  own  resources  rather  than  have  a  higher  government  de- 
cide. 

Senator  Feingold.  I  appreciate  all  those  answers. 
Thank  you,  Mr.  Chairman. 
Senator  Smith.  Thank  you,  Senator  Feingold. 
I  appreciate  all  of  your  participation.  Mr.  Secretary,  thank  you. 
We  look  forward  to  working  with  you. 
Mr.  Smith,  you  are  welcome. 

Senator  Smith.  Dr.  Hanushek,  Dr.  Hoxby,  you  have  added  to  my 
understanding,  and  I  thank  you  very  much. 

And  as  the  most  junior  member  of  this  committee,  it  is  my  privi- 
lege to  bring  this  committee  hearing  to  a  close. [Whereupon,  at 
12:47  p.m.,  the  committee  was  adjourned.] 

WRITTEN  QUESTIONS  FROM  SENATOR  BOND  TO  MR.  SMITH 
AND  THE  RESPONSES 

PARENTS  AS  TEACHERS 

Question.  As  we  all  know,  parents  are  the  primary  teachers  of  children  and  play 
a  vital  and  enduring  role  in  their  education.  I  am  pleased  with  the  President's  pro- 
posals for  preschool  children,  particularly,  the  initiative  to  promote  parental  involve- 
ment in  the  early  learning  of  their  children.  In  1994,  the  Senate  passed  my  Parents 
as  Teachers  legislation  to  expand  the  acclaimed  Missouri  Program  nationwide,  and 
has  since  provided  funding  for  school  districts  to  implement  the  program.  This  pro- 
gram, which  I  advocated  as  Governor  and  signed  into  law  for  all  Missouri  scnool 
districts,  has  a  proven  track  record  of  increasing  a  child's  intellectual  and  social 
skills  that  are  essential  when  he  or  she  enters  scnool,  and  involving  parents  in  cre- 
ating a  healthy  and  safe  learning  environment  for  their  children. 

Unfortunately,  it  has  been  a  constant  uphill  battle  to  obtain  and  keep  funding  for 
PAT  Programs  across  the  Nation.  Parents  as  Teachers  received  $15  million  for  fiscal 
year  1997;  however,  that  is  simply  not  enough  to  provide  for  the  new  developments 
and  expansion  of  the  program. 

In  the  President's  budget,  he  provides  $300  million  in  new  grants  for  the  Parents 
As  First  Teachers  Challenge  Grants. 

Would  you  consider  shifting  those  funds  to  the  highly  credible  and  established 
Parent  As  Teachers  Program? 

Answer.  There  is  no  need  to  reallocate  resources  in  the  budget  in  order  to  increase 
funding  for  the  Parents  As  Teachers  Program.  Family  literacy  programs  based  on 
Parents  As  Teachers  or  similar  models  would  be  guaranteed  funding  under  the  Par- 
ents As  First  Teachers  component  of  the  President's  America  Reads  Challenge.  Be- 
cause Parents  As  Teachers  is  such  a  notable  model  for  assisting  parents  to  help 
their  children  become  successful  readers,  a  good  portion  of  the  Parents  As  First 
Teachers  grants  will  be  awarded  to  Parents  As  Teacners  Programs. 

The  Parents  As  Teachers  Program  alreadv  receives  considerable  support  through 
the  Parental  Assistance  Program  authorized  by  Title  IV  of  the  Goals  2000:  Educate 
America  Act.  With  the  $5  million  increase  for  the  Parental  Assistance  Program  in 
1997,  we  will  be  able  to  support  Parental  Assistance  Centers  in  42  States.  These 
Parental  Information  and  Resource  Centers  have  a  broader  focus  than  just  reading. 
However,  each  center  contains  a  component  that  provides  information  and  training 
to  parents  of  pre-school  aged  children  through  either  the  Parents  As  Teachers  Pro- 
gram or  the  Home  Instruction  Programs  for  Preschool  Youngsters  (HIPPY).  The 
1998  budget  request  will  provide  continued  support  for  all  42  Centers. 

The  Missouri  Partnership  for  Parenting  Assistance,  which  receives  almost  a  half 
million  dollars  from  the  Goals  2000  Parental  Assistance  Program,  is  a  broad-based 
Statewide  parent  education  and  assistance  program  that  includes  an  early  childhood 
component  under  the  auspices  of  the  Missouri  Division  of  the  Parents  As  Teachers 
National  Center,  Inc.  It  also  includes  a  school-age  component  under  the  auspices  of 
ParentLink,  and  a  family  literacy  component  under  the  auspices  of  LIFT,  the  Lit- 
eracy Investment  for  Tomorrow-Missouri. 

Funding  for  Parents  As  First  Teachers  activities  is  more  appropriately  included 
in  the  budget  for  the  America  Reads  Challenge,  in  order  to  help  integrate  activities 
that  providfe  support,  training,  and  educational  materials  to  involve  and  assist  par- 
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ents  to  help  their  children  become  successful  readers  with  the  tutoring  programs 
that  are  at  the  heart  of  the  America  Reads  Challenge,  and  thereby  promote  a  contin- 
uum of  support  for  children  who  are  behind  in  reading. 

SUPPLEMENTAL  EDUCATIONAL  OPPORTUNITY  GRANTS 

Question.  The  rumors  about  the  President's  budget  indicate  a  high  priority  on  stu- 
dent aid.  I  applaud  you  on  that.  We  all  know  that  a  well-educated  society  is  the 
underpinning  of  our  economic  strength  and  security.  Helping  our  young  people  go 
to  college  ought  to  be  one  of  our  highest  priorities. 

You  may  remember  that  in  the  negotiations  over  the  final  appropriations  bill  last 
year,  Majority  Leader  Trent  Lott  and  Chairman  Specter  offered  an  amendment  that 
included  an  additional  $100  milUon  for  the  Supplemental  Educational  Opportunity 
Grant  (SEOG)  Program.  The  Administration  would  not  accept  that  proposal.  I  un- 
derstand that  your  budget  will  not  include  even  a  modest  increase  for  SEOG.  I 
think  that  is  very  short-sighted — especially  given  the  large  increase  in  Pell  Grants. 
The  beauty  of  the  campus-based  programs — SEOG,  Perkins  Loans,  and  Federal 
Work-Study — is  that  they  leverage  additional  funds  at  the  college  level.  In  Missouri, 
nearly  17,000  students  receive  SEOG.  This  is  an  excellent  program  that  has  been 
very  cost-effective  to  bridge  the  gap  between  the  maximum  Pell  Grant  we  are  able 
to  fiind  (currently  $2,700)  and  what  the  authorization  calls  for  ($4,500). 

Are  you  willing  to  reconsider  your  recommendation  for  SEOG? 

Answer.  I  remember  the  negotiations  on  the  final  appropriations  bill  last  year. 
While  Senators  Lott  and  Specter  did  make  a  last  minute  offer  to  increase  SEOG 
funding  by  $100  million,  that  amoimt  was  part  of  an  overall  budget  amendment 
that  was  both  lower  than  the  President's  original  request  and  lower  than  the 
amount  finally  agreed  to.  The  Administration's  primary  concerns  during  that  time 
were  to  restore  program  cuts  made  by  the  House  and  Senate,  and  to  fight  for  the 
education  investments  called  for  in  the  President's  fiscal  year  1997  budget. 

I  agree  that  an  important  feature  of  the  campus-based  programs  is  that  they  le- 
verage additional  funds  for  student  assistance.  I  would  also  add  that  another  desir- 
able feature  of  these  programs  is  the  flexibility  they  provide  student  financial  aid 
administrators  in  developing  financial  aid  packages  that  best  meet  the  needs  of  indi- 
vidual students.  These  are  some  of  the  reasons  that  we  fought  last  year  to  restore 
the  proposed  congressional  cuts  in  fimding  for  Perkins  Loans  and  to  increase  fund- 
ing for  Work-Study. 

Under  our  1998  request  for  SEOG,  we  would  fund  almost  1  million  needy  students. 
Coupled  with  our  proposed  increases  in  Pell  Grants  and  Work-Study,  this  would 
provide  our  neediest  students  with  a  solid  foundation  of  financial  aid. 

Most  SEOG  funds — roughly,  75  percent — go  to  students  attending  4-year  colleges 
and  universities.  Specifically,  low-income  students  attending  these  institutions  rely 
considerably  on  SEOG  funds.  This  is  a  major  reason  why  we  continue  to  fund  the 
program. 

However,  in  terms  of  targeting  our  new  investments  so  that  they  can  achieve 
maximum  impact,  we  have  chosen  not  to  increase  SEOG  funding  and  to  focus  our 
new  great  investments  in  the  Pell  Grant  Program  for  a  couple  of  reasons. 

•  Many  needy  students  don't  attend  schools  that  participate  in  the  SEOG  Program. 
Slightly  less  than  4,000  institutions  participated  in  SEOG  in  1996-97,  compared 
to  over  6,000  in  the  Pell  Grant  Program. 

•  The  average  SEOG  is  the  lowest  award  of  the  Student  Financial  Assistance  Pro- 
grams—^745  in  1998-99 — compared  to  an  average  Pell  Grant  of  $1,942  under  our 
request.  Research  shows  that  larger  grants  targeted  at  the  lowest  income  groups 
are  effective  in  improving  access  and  retention.  When  SEOG  funding  was  in- 
creased in  recent  years,  institutions  on  average  did  not  increase  award  amounts 
and  simply  gave  more  small  grants  to  more  students.  For  example,  in  fiscal  year 
1991,  the  SEOG  appropriation  increased  by  13.4  percent,  while  the  average  grant 
awarded  by  institutions  increased  by  less  than  1  percent.  In  fiscal  year  1992,  the 
appropriation  was  increased  by  10.9  percent  while  the  average  grant  awarded  by 
institutions  increased  by  less  than  half  a  percentage  point.  Our  Pell  Grant  pro- 
posal would  result  in  a  14  percent  increase  over  the  previous  year  in  the  average 
Pell  Grant  received  by  students. 

We  believe  that  our  request  for  Student  Financial  Assistance  reflects  the  optimal 
allocation  of  resources  for  achieving  the  Administration's  goals.  All  changes  will  be 
considered  in  the  context  of  the  overall  budget  for  education. 
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STATE  STUDENT  INCENTIVE  GRANTS 

Question.  I  am  a  bit  puzzled  by  some  of  your  recommendations.  Your  budget  in- 
cludes the  broad  spectrum  of  partnerships.  You  are  addressing  the  family's  respon- 
sibility in  helping  pay  for  college,  the  student's  responsibility,  and  certainly  the  Fed- 
eral Government  s  role,  but  you  have  completely  eliminated  the  States'  role  in  this. 
The  elimination  of  the  State  Student  Incentive  Grant  (SSIG)  is  extremely  short- 
sighted. We  have  seen  the  SSIG  Program  not  only  encourage  States  to  provide  need- 
based  grant  aid,  but  the  maintenance  of  effort  provision  has  provided  an  incentive 
to  those  States  that  overmatch  to  maintain  their  strong  support  of  student  aid.  Leg- 
islatures of  several  States  have  reconsidered  proposals  to  cut  State  grant  programs 
when  they  are  reminded  they  would  lose  the  Federal  share  of  SSIG.  This  provision 
has  been  particularly  important  as  States  have  struggled  in  lean  economic  times. 
The  Federal  SSIG  Program  has  assured  that  States  continue  to  look  beyond  the  cur- 
rent fiscal  difficulty  and  help  students  go  to  college. 

Do  you  see  a  role  for  the  States  in  need-based  student  aid?  Will  you  work  with 
us  to  revitalize  this  program  so  it  can  work  even  better  to  encourage  States  to  do 
more? 

Answer.  States  play  a  critical  role  in  our  Student  Aid  System  and  we  have  not 
completely  eliminated  the  States'  role.  We  do  believe,  however,  that  the  SSIG  Pro- 
gram has  served  its  purpose  and  should  be  terminated. 

The  future  role  of  the  States  in  the  student  aid  system  is  being  shaped  today  by 
their  boundless  innovation,  not  by  comparatively  small  amounts  of  Federal  SSIG 
funding. 

•  The  Georgia  Hone  Scholarship  is  Georgia's  unique  State  Grant  Program,  created 
by  Governor  Zell  Miller,  that  rewards  students  hard  work  with  financial  assist- 
ance in  degree  and  certificate  programs  at  any  eligible  Georgia  public  or  private 
college,  or  public  technical  institute.  The  program  is  funded  by  Georgia's  Lottery 
for  Education.  In  fact,  it  is  interesting  to  note  that  Georgia  recently  opted  out  of 
the  SSIG  Program. 

•  States  have  been  leaders  in  developing  creative  savings  programs  to  fund  post- 
secondary  education.  Currently  14  States  offer  prepaid  tuition  plans  and  32  more 
are  planning,  developing,  or  thinking  about  offering  such  plans.  Moreover,  7 
States  offer  savings  bona  programs,  and  5  States  offer  savings  funds  or  savings 
plan  trusts. 

•  States  have  also  been  innovators  in  fostering  interstate  cooperation.  Many  provide 
for  grant  portability  to  allow  students  to  use  their  State  grants  to  attend  institu- 
tions in  other  States,  or  participate  in  regional  agreements  that  allow  in-State  tui- 
tion reciprocity. 

In  determining  how  the  Federal  Government  can  complement  the  State  role,  we 
should  be  looking  at  State  programs  that  address  the  challenges  of  tomorrow,  rather 
than  looking  to  a  program  that  was  designed  to  solve  the  problems  of  yesterday. 

The  SSIG  Program  did  what  it  was  designed  to  do — encourage  States  to  develop 
and  maintain  need-based  grant  programs.  This  program  came  about  in  1972  be- 
cause at  that  time  only  28  States  had  need-based  programs.  Senator  Jacob  Javits, 
the  original  sponsor  of  the  SSIG  Program,  said  at  the  time  that  "to  achieve  the  goal 
.  .  .  that  'no  qualified  student  who  wants  to  go  to  college  should  be  barred  by  lack 
of  money,'  not  only  must  the  Federal  Government  enlarge  its  efforts,  but  the  States 
must  also  do  so." 

Clearly,  we  have  achieved  that  result.  Today,  all  States  have  developed  and  main- 
tain need-based  programs,  and  the  total  amount  of  State  need-based  is  almost  $3 
billion — without  the  Federal  SSIG  funds.  In  fact.  Federal  SSIG  funds  are  less  than 
2  percent  of  the  total  funding  of  State  need-based  grant  assistance. 

The  Maintenance  of  Effort  (MCE)  requirement  to  which  you  refer  was  desired 
to  ensure  that  SSIG  would  supplement  not  supplant  current  levels  of  State  fimding. 
This  is  designed  to  create  a  "disincentive"  for  States  to  cut  back  their  levels  of  fund- 
ing. However,  in  the  States  with  large  programs — which  receive  80  percent  of  the 
funding  under  the  program — the  Federal  SSIG  funds  are  generally  less  than  5  per- 
cent of  the  State's  program.  It  is  unlikely  that  the  potential  loss  of  Federal  funding 
creates  much  of  a  disincentive  for  these  States. 

Moreover,  the  high-degree  of  overmatching  in  the  program — ^well  over  10  State 
dollars  to  every  1  Federal  dollar — indicates  that  the  "incentive"  in  SSIG  doesn't  real- 1 
ly  exist  any  more.  A  study  of  the  SSIG  Programs  indicated  that  in  those  States  that  ■ 
comprise  about  80  percent  of  the  fiinds  in  the  program,  an  increase  in  the  Federal 
dollars  is  not  likely  to  induce  these  States  to  provide  additional  funding.  ! 

States  will  provide  and  maintain  funding  for  need-based  grants  with  or  without 
the  relatively  small  Federal  contribution.  The  SSIG  Program  has  served  it  purpose. 
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SAFE  AND  AFFORDABLE  SCHOOLS  ACT  OF  1997 

Question.  I  am  very  proud  to  be  a  cosponsor  of  S.  1,  the  Safe  and  Affordable 
[     Schools  Act  of  1997.  I  think  that  it  provides  the  right  incentives  to  encourage  fami- 
I     lies  to  save  for  college,  to  encourage  employers  to  help  with  the  educational  cost  of 
their  employees.  It  allows  the  tax-free  withdrawal  from  State  tuition  savings  pro- 
grams, allows  students  to  deduct  the  interest  they  pay  on  their'  on  student  loans, 
and  makes  the  earnings  from  college  work-study  tax  free.  I  think  we  have  a  great 
1  11    deal  of  common  ground  on  these  issues,  and  I  would  like  to  explore  them  a  bit  with 
l'  you. 

S.  1  makes  the  employer-provided  educational  assistance  programs  tax  exclusion 
permanent.  This  provision  has  been  in  the  tax  code  since  1978.  It  has  proven  its 
value  to  the  economy  and  to  businesses.  Yet  we  seem  to  think  it  is  important  to 
|i    revisit  this  issue  every  year  or  two.  In  the  President's  budget,  he  extends  it  for  3 
:     years.  In  S.  1,  we  make  the  exclusion  permanent. 

Would  you  consider  making  Section  127  of  the  tax  code  permanent? 
Answer.  The  Administration  strongly  supports  lifelong  learning  and  wants  to  en- 
!    courage  employers  to  provide  educational  assistance  to  their  employees.  The  Admin- 
istration has  proposed  extending  section  127,  with  reinstatement  for  graduate  edu- 
cation, through  the  year  2000  as  part  of  a  balanced  budget  plan  that  reflects  the 
President's  priorities,  including  in  particular  making  a  significant  commitment  to 
education.  If  a  longer  extension  of  section  127  were  proposed  in  a  way  that  main- 
i    tained  a  budget  balance  and  continued  to  reflect  the  President's  essential  priorities, 
we  would  support  it. 

j  Question.  S.  1  also  makes  college  work-study  awards  tax  free.  Students  are  using 
j  their  work-study  award  to  help  pay  for  college.  We  do  not  tax  Pell  Grants  or  SEOG, 
;  so  why  should  we  tax  college  work-study.  This  is  a  very  important  first  step.  I  do 
■    not  believe  student  aid  should  be  taxable. 

||  Is  there  any  reason  not  to  make  all  work-related  scholarships  (like  those  received 
!    by  resident  assistants  in  dorms)  tax  free? 

'  Answer.  Yes,  as  a  matter  of  fairness,  it  is  important  to  maintain  a  distinction  be- 
1  tween  a  scholarship  and  compensation  for  services.  Some  students  may  work  on 
I    campus  to  help  pay  their  educational  expenses.  Others  may  work  off  campus.  It 

would  be  unfair  to  tax  the  off-campus  worker's  wages  while  exempting  the  on-cam- 
!    pus  worker's  wages  based  on  the  claim  that  the  latter's  wages  can  be  treated  as  a 

scholarship.  It  would  be  equally  unfair  to  exempt  the  off-campus  worker's  wages 
i  simply  because  he  or  she  is  a  college  student  when  his  or  her  co-workers  must  pay 
i    tax  on  their  wages. 

EDUCATIONAL  TAX  CREDIT 

]  Question.  The  President  has  been  trumpeting  his  tax  credit  proposal.  As  I  under- 
stand the  argument,  Pell  Grants,  campus-based  aid  and  SSIG  would  be  available 
for  the  most  needy  students — under  $30,000  income.  The  tax  credit  would  be  avail- 

'    able  for  individuals  making  between  $50,000  and  $70,000,  and  for  couples  filing 

^    jointly  between  $80,000-$100,000,  and  the  tax  deduction  would  be  up  to  $10,000. 

!    The  tax  credit  though  is  available  only  for  the  first  2  years  of  college.  I  believe  the 

\  message  you  are  sending  to  parents  is  that  your  children  should  only  get  2  years 
:  j  of  school.  They  should  not  aspire  to  be  a  teacher,  or  a  nurse,  or  a  doctor,  or  an  ac- 
I  i    countant,  or  to  have  the  flexibility  provided  by  a  bachelor's  degree.  Studies  have 

j  shown  that  in  order  to  be  competitive  in  the  next  century,  our  citizens  will  have 
•  j  to  be  broadly  educated  and  a  bachelor's  degree  will  become  the  prerequisite  for  jobs. 
1  c  Is  there  any  reason  not  to  make  the  tax  credit  available  to  4  years  of  college — 
1  f    or  at  the  very  least  any  2  years  so  we  can  encourage  people  who  may  have  dropped 

I  out  for  financial  or  any  other  reason  to  return  to  finish  their  4  year  degree? 
Ip  Answer.  The  President  is  committed  to  a  balanced  budget  and  all  tax  cuts  must 
'M  be  designed  within  those  confines.  We  have  designed  the  credit  to  be  available  for 
\  ■  the  first  2  years  of  college  in  order  to  encourage  students  to  make  2  years  of  post- 
f*  secondary  education  as  universal  as  high  school.  Research  shows  that  a  student's 
r  ?  lifetime  earnings  increase  considerably  with  the  completion  of  each  year  of  post- 
secondary  education.  It  is  important  to  note  that  a  student  who  receives  the  tax 

J  credit  in  the  first  2  years  of  study  would  still  be  eligible  for  the  $10,000  tax  deduc- 
Eti    tion  in  later  years. 

li  3  Question.  The  President's  proposal  would  require  students  to  achieve  a  B  average 
in  the  first  year  of  college  to  qualify  for  the  second  year  of  the  credit.  I  fear  that 

I  li  using  a  student's  grade-point  average  to  determine  eligibility  could  lead  to  unprece- 
dented involvement  of  tne  Federal  Government  in  the  internal  academic  affairs  of 

K  \i    colleges  and  universities  and  could  provide  the  Internal  Revenue  Service  with  access 

j  I    to  confidential  student  records. 

f 
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How  will  you  ensure  that  the  tax  program  provides  tax  relief  to  families  without 
creating  administrative  problems? 

Answer.  The  IRS  will  not  be  collecting  student  transcripts  nor  student  grade-point 
averages.  The  Secretary  of  the  Treasury  and  the  Secretary  of  Education  will  issue 
regulations  to  implement  the  credit  in  order  to  ensure  the  integrity  of  the  tax  sys- 
tem while  minimizing  reporting  burdens  on  postsecondary  institutions. 

It  is  anticipated  that  imder  these  regulations  educational  institutions  would  be  re- 
quired to  file  an  information  report  for  each  student.  This  report  would  assist  the 
student  and  IRS  in  determining  whether  the  student  meets  the  eligibility  require- 
ments for  the  credit  and  in  calculating  the  amount  of  the  credit  that  is  potentially 
available.  Colleges  and  universities  would  simply  check  a  box  on  an  information  re- 
port for  each  student  indicating  whether  the  student  has  met  the  B-minus  average 
requirement.  The  standard  for  evaluating  whether  a  student  has  a  B-minus  average 
will  be  established  by  the  Department  of  Education,  working  with  the  higher  edu- 
cation community.  These  standards  will  accommodate  institutions  that  do  not  use 
traditional  grading  systems. 

GUARANTY  AGENCY  RESERVES 

Question.  There  has  been  speculation  that  the  President's  budget  will  require 
guaranty  agencies  to  turn  $900  million  of  their  revenues  to  the  Treasury.  Agencies 
use  these  reserves  to  pay  lender  default  claims.  According  to  the  law  and  regula- 
tions, agencies  currently  hold  less  than  $200  million  in  excess  reserves. 

How  will  guaranty  agencies  continue  to  be  able  to  pay  their  lenders'  claims  if 
these  funds  are  taken  fi'om  them? 

Answer.  The  President  is  proposing  to  restructure  the  guaranty  agency  system  to 
emphasize  that  the  State  and  private  nonprofit  entities  act  only  as  agents  of  the 
Federal  Government.  As  the  Federal  Government  is  the  sole,  final  insurer  of  guar- 
anteed student  loans — as  acknowledged  by  the  U.S.  General  Accounting  Office  and 
Federal  courts — the  President  proposes  to  end  a  system  in  which  the  guaranty  agen- 
cies hold  Federal  funds  fi*om  which  they  pay  default  claims.  Instead,  direct  Federal 
payments  will  cover  lender  default  claims. 

Under  this  arrangement,  guaranty  agencies  no  longer  need  to  hold  Federal  funds 
in  reserve,  making  possible  the  return  of  $2.5  billion  in  reserve  funds  over  5  years, 
including  $731  million  in  fiscal  year  1998. 

STUDENT  AID  ADMINISTRATIVE  COSTS 

Question.  Department  of  Education  student  aid  administrative  costs  have  in- 
creased 152  percent  since  1992.  Rent  has  increased  326  percent,  printing  1,094  per- 
cent and  training  a  whopping  1,775  percent.  We  are  in  a  period  when  we  are  trying 
to  downsize  Government.  How  can  you  justify  these  enormous  increases  in  adminis- 
trative costs? 

Answer.  The  increases  you  discuss  reflect  both  substantial  statutory  changes  that 
have  been  implemented  since  1992,  primarily  stemming  from  the  Higher  Education 
Amendments  of  1992  and  the  Student  Loan  Reform  Act  of  1993,  and  a  major  De- 
partment initiative  to  improve  its  stewardship  of  the  roughly  $40  billion  in  student 
aid  funds  that  are  awarded  each  year.  Within  this  overall  context,  the  largest  single 
factor  underlying  growth  in  student  aid  administrative  costs  over  the  past  few  years 
has  been  the  creation  and  implementation  of  the  Direct  Loan  Program. 

More  specifically,  the  bulk  of  this  increased  spending  involves  higher  costs  for 
automated  data  processing  contracts  that  process  applications  for  student  aid,  track 
loan  records  at  the  individual  borrower  level,  and  originate  and  service  Direct 
Loans.  The  volume  of  students  applying  for  and  receiving  aid  has  increased  by  50 
percent  since  fiscal  year  1992,  and  the  Department  has  invested  heavily  over  this 
same  period  to  take  advantage  of  new  technology,  such  as  that  allowing  electronic 
data  transfer  between  the  over  13,000  schools,  lenders,  guaranty  agencies,  and  other 
institutions  participating  in  the  student  aid  programs. 

Increases  in  printing  largely  reflect  growth  in  the  number  of  students  and  parents 
receiving  materials  such  as  the  Free  Application  for  Federal  Student  Aid  (FAFSA) 
and  the  Student  Guide.  Of  the  other  areas  you  discuss,  increases  in  rent  result  fi*om 
growth  in  the  number  of  staff  dedicated  to  student  aid  management.  Higher  train- 
ing costs  reflect  both  specific  training  associated  with  the  implementation  of  Direct 
Loans  and  broader  efforts  to  upgrade  technical  skills  and  improve  customer  service 
among  all  student  aid  management  staff. 
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STUDENT  AID  ADMINISTRATIVE  STAFF 

Question.  How  do  you  explain  a  24-percent  increase  in  administrative  staff  for 
student  assistance  since  1992? 

Answer.  The  bulk  of  these  staff  increases  were  associated  with  the  Direct  Loan 
Program,  which  was  created  in  fiscal  year  1993  and  now  accounts  for  roughly  36 
percent  of  overall  student  loan  volume.  Even  as  this  program  and  a  number  of  other 
major  initiatives  were  being  implemented,  however,  it  should  be  noted  that  the  De- 
partment's overall  staffing  level  dropped  by  almost  300  FTE  between  fiscal  year 
1992  and  the  proposed  fiscal  year  1998  level.  The  Department  proposes  reducing  the 
nimiber  of  staff  dedicated  to  student  aid  management  in  fiscal  year  1998  by  7  FTE 
fi-om  the  fiscal  year  1997  level,  and  has  no  plans  to  add  additional  staff  over  the 
next  5  years. 

Opening  Statement  of  Senator  Olympia  J.  Snowe 

Thank  you,  Mr  Chairman.  I  would  first  like  to  welcome  our  witnesses  who  are 
here  today  to  offer  their  insight  on  the  critical  issue  of  education  reform.  It  is  a 
pleasure  and  a  privilege  to  hear  from  all  of  you,  and  I  look  forward  to  a  productive 
discussion  of  a  broad  range  of  issues  encompassing  this  topic. 

Mr.  Chairman,  as  we  enter  the  105th  Congress  and  begin  to  prepare  the  fiscal 
year  1998  budget,  I  am  driven  to  give  the  next  generation  the  ultimate  gift:  a  bal- 
anced budget  and  a  "debt  fi*ee"  future.  However,  in  our  quest  to  balance  the  budget, 
I  believe  it  is  vital  that  we  also  carve-out  and  establish  priorities  in  our  national 
spending  ...  we  must  provide  for  the  needs  of  the  future  generations  even  as  we 
meet  the  demands  of  today. 

Therefore,  just  as  I  believe  that  a  balanced  budget  is  critical  to  the  economic  fu- 
ture of  our  children  and  grandchildren,  I  also  believe  that  nothing  is  as  important 
to  our  children's  future,  and  to  the  future  of  our  Nation  itself,  than  a  high  quality 
education.  Education  is  the  great  equalizer  in  our  society  that  can  give  every  citi- 
zen— regardless  of  race,  income,  or  geographic  background — the  same  opportunity  to 
succeed  in  the  global  economy  of  the  21st  century 

That's  why  I  made  education  a  priority  in  last  year's  balanced  budget  debate  and 
fought  to  preserve  funding  for  the  Student  Loan  Program.  I  believed  then — and  con- 
tinue to  believe  today — that  in  a  world  of  increasing  global  competition,  now  is  not 
the  time  to  be  reducing  the  Federal  commitment  to  higher  education.  Balancing  the 
budget  and  providing  quality  educational  opportunities  are  not  mutually  exclusive. 
I  believe  that  we  can,  and  should  do  both. 

By  the  same  token,  as  we  craft  a  balanced  budget  plan,  we  must  also  embrace 
one  of  the  most  difficult  tasks  facing  families  nationwide:  paying  for  and  improving 
the  quality  of  our  Nation's  K-12  schools.  I  say  "we"  because  it's  going  to  take  a  part- 
nership between  the  State  and  Federal  Governments  and  input  fi-om  educators  to 
achieve  our  shared  goal  of  providing  the  best  education  in  the  world  to  our  Nation's 
students.  As  we  undertake  this  effort,  we  must  be  sure  that  no  one's  role  is  over- 
looked or  underestimated. 

I  would  like  to  thank  Dr.  Hanushek  and  Dr.  Hoxby  for  joining  us  this  morning, 
and  look  forward  to  their  testimony  on  the  topic  of  improving  our  Nation's  Edu- 
cational System.  Thank  you,  Mr.  Chairman. 
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Thf  Impact  tfTtachm'  Unions  on  Student  Performance 


I.  EXECUTIVE  SUMMARY 


During  this  1996  electoral  season,  public  schools  and  teachers'  unions  have  been  repeatedly 
attacked  by  Republican  candidates  as  the  cause  of  intellectual  and  moral  decline  among  American 
youth.  These  largely  undocunr>ented  assertions  are  situated  in  the  context  of  a  campaign  to  provide 
vouchers  for  privatized  education  and  aeate  a  dual  educational  system  in  which  more  children  are 
in  private  schools. 

To  evaluate  these  claims,  the  {restitute  for  Wisconsin's  Future  initiated  an  updated  review  of  the 
impact  of  cdiective  bargaining  among  teachers  on  the  performance  levels  of  school  children.  TNs 
study  examines  the  inpact  of  collective  bargaining  along  with  that  of  region,  family  irxxxr^.  race, 
school  spending  and  levels  of  private  school  attendance.  The  focus  of  the  study  is  the  relationship 
between  high,  medium  and  low  levels  of  unionization  among  teachers  and  student  test  scores  on  the 
SAT  CoNege  Entrance  exams  and  the  NAB^  ftxith  grade  readrig  tests  in  a  state-by-state  compahsoa 

The  results  of  this  study  demonstrate  dearly  that  student  performance  on  the  tests  is  significantly 
better  in  states  with  high  levels  of  unionization  with  aff  other  variables  held  constant.  Average  student 
scores  on  the  SAT  exams  are  43  poihts  higher  in  states  where  over  90%  of  teachers  are  unionized 
than  in  states  where  less  than  50%  of  the  teachers  are  covered  by  collective  bargaining  or  meet- 
and-confer  agreements.  Furthermore,  when  collective  bargaining  is  removed  from  the  analysis, 
scores  drop  in  all  statee.  Those  factors  fouid  to  be  significantiy  related  to  poor  p}erformance  are: 
low  household  inocnie..  race  (which  is  correlated  with  other  measLres  of  sodo-e^^ 
large  class  siza,  high  absenteeism,  and  higher  rates  of  private  school  attendance. 

CXir  findings  accord  with  numerous  eariier  research  studies  which  show  that  collective  bargaining 
anrung  teachers  does  not  harm  studert  achod  periormanca.  In  the  last  ten  years,  schod  perlor^^ 
among  all  children  has  been  improvir^g.  Differences  in  performafice  occur  nrtore  between  states 
than  over  time  periods.  In  fact,  report  after  report  demonstrates  that  unionization  is  assodated 
with  more  stable,  productive  school  envirorvnents  with  higher  test  scores.  The  undertying  causes 
of  poor  performance  among  children  are  primarily  sodo-economic  factors  in  children's  lives  and 
the  lack  of  adequate  educational  resources. 
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Public  education  faces  serious  problems  but  teachers  organizing  to  secure  decent  wages  and 
working  conditions  is  not  one  of  them.  Growing  poverty,  social  instability,  high  rates  of  mobility 
and  household  disorganization  devastate  children's  lives.  Governmental  cuts  in  resources  for 
school  hiring,  teacher  training  and  educational  resouces  have  led  to  larger  dass  size,  inadequate 
educational  materials  arvd  reduced  progranrmng  in  many  schools.  Increased  learning  disabilities 
and  behavior  problems  compound  the  problems  in  more  crowded  classrooms.  Advocates  of 
privatized  education  claim  they  will  improve  student  performance  by  "breaking  the  educational 
monopdy  of  public  schools  and  teachers'  unions."  Data  from  this  study  demonstrates  that  "breaking 
the  unions"  will  hurt,  not  help  students'  performance. 
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II.  INTRODUCTION 


The  conservativB  attack  on  public  education  in  general  and  teachers'  unions  in  particular  has 
grown  more  heated.  Public  schoots  and  teachers'  unions  are  held  culpable  for  declining  test 
scores,  failing  to  prepare  students  for  the  workforce,  reduced  intellectual  capacity  among 
American  young  people  and  a  deteriorating  work  ethic.  Robert  Dole  has  focused  on  this  issue 
in  preskjential  campaign  speeches  attacking  teachers'  unions  as  the  principal  cause  of  academic 
decline.  In  a  natkxial  column,  pundit  Cai  Thomas  stated  that.  'Ihe  Natk)nai  Educatkxi  Association 
promotes  its  own  narrow  agenda  while  wodgng  against  the  interest  of  most  children  and  their 
parents.'  This  war  on  public  education  and  unior^ized  teachers  waged  through  conservative 
think  tanks  and  their  media  spokespersons  is  based  on  a  viewpoint  that  pubUc  educatkx^  is  a 
non-competitive  mor>opoty.  Accordir^  to  this  ar^alysis,  educatkx^  improvements  can  only  be 
achieved  by  breaking  up  the  public  school  monopoly  and  the  monopoly  of  the  teachers'  union, 
privatizing  education  and  creating  a  deregulated  educatxx^al  marketplace. 

These  negative  views  of  public  educatkxi  and  the  impact  of  teachers'  unkxis  are  at  variance 
with  a  number  of  reputable  studies  that  have  researched  the  impact  of  teacher  unionization  on 
student  performance.  These  studies  demonstrate  that 

a)  scores  in  many  natior^  performance  tests  are  improving,  particularty  in  some  regions  of 
the  country, 

b)  the  prinnary  variations  in  test  scores  occur  between  states,  not  over  time; 

c)  teachers'  unions  have  increased  productivity  and  quality  in  schools  by  helping  to  regulate 
wori<ing  conditkyv; 

d)  the  real  determinants  of  lower  student  perfomiarKe  are  primarily  socio-economic  factors 
in  chikjren's  lives  and  educatkxi  resources. 

FoBowirig  a  review  of  this  body  of  research,  IWF  provkJes  an  updated  examination  of  whether 
collective  bargaining  has  a  negative  impact  on  student  perfomrtance  in  a  state-by-state  analysis 
of  the  relationship  between  levels  of  teacher  ur\ionization  and  student  scores  on  two  natior^al 
tests  of  student  knowledge. 
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III.  PRIOR  RESEARCH 


In  Feboiary.  1990.  at  me  request  of  the  Bush  Administration,  the  Strategic  Studies  Center  at  the 
Sandia  National  Laboratory  in  New  Mexico  began  a  comprehensive  review  of  the  effectiveness 
of  K-1 2  education  in  the  United  States.  The  request  was  apparently  made  in  the  belief  that  the 
I   Laboratory  would  find  a  system  of  failing  K-1 2  schools,  thus  providing  a  rationale  for  a  national 
I   school  voucher  system. 

To  the  surprise  of  rnany  K-1 2  critics,  the  researchers  at  Sandia  reported  the  folk^virt^  in 
I   April.  1 992:  'Our  most  detailed  analyses  to  date  have  focused  on  popular  measures  used  to 
discuss  tf^  status  of  education  in  America.  We  looked  at  data  over  time  to  put  performarKe  of 
the  current  system  in  proper  perspective.  To  our  surprise,  on  nearty  every  measure  we  found 
steady  or  slightly  improving  trends'.  (Carson.  Huelskamp,  and  Woodall,  p.259). 

A  1 996  report  by  the  Natior^  Science  Four^dation  found  that  student  achievement  in  Math  and 
Scier^ce  as  measured  by  the  National  Assessment  of  Educational  Progress  exanr^  has  improved 
for  all  ethnic  groups  over  the  last  15  years.  These  achievements  vary  widely  from  state  to  state 
with  some  states  performing  at  a  level  equal  to  the  best  performing  nations  in  the  world  arxj 

•   some  states  at  a  level  equal  to  the  worst  performing  nations.  In  addition,  the  racial  gap  in 

I  performers  Jevels,  while  still  evident,  was  narrowing. 

|j  A 1996  report  by  the  college  board  indicates  that  American  students  continue  to  improve  their 
I  SAT  scores.  Math  scores  were  the  best  in  more  than  two  decades.  The  sco4-es  on  ACT  college 
!  entrance  tests  have  also  risen.  CTabor.  2/27/96). 

In  The  Mamjfactured  C?isis  (1995),  authors  Berliner  and  Biddle  chal^^ 

today's  students  are  not  as  intelligent  or  at^le  as  students  of  the  past.  They  offer  the  following 

I  poirits:'...  str)C8l  932therneanlQforwh{teAmerk:ansagetwoto75hasrisenatKx;t  .3pa 
each  year  (p.  43).  Scores  for  other  groups  are  not  available.  In  the  United  States,  today's  youth 
probably  average  about  15  IQ  points  higher  than  did  their  grarxjparents  arxj  7.5  points  higher 

|:  than  their  parents  on  the  Stanford- Binet  and  Wechsler  tests',  (p.  43). 
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Berliner  and  Biddle  note  that "...  evidence  from  the  NAEP  also  does  not  confirm  the  myth  of  a 
recent  decline  in  Amehcan  student  achievement.  Instead,  it  indicates  a  general  pattern  of  staOie 
achievement  combined  with  modest  grosvth  in  achievement  anxing  students  from  minority 
groups  and  from  'less  advantaged'  backgrounds',  (pp.  25-26). 

In  addition  to  schooling,  other  factors  that  determine  student  performance  are  social  factors 
such  as  family  size,  household  income,  race,  gender,  region  and  discrimination.  In  a  critical 
examination  of  state  and  regior^aJ  variations  in  SAT  performar^.  Powell  and  Steelman  found 
that  the  decline  in  national  test  scores  cited  by  critics  of  public  education  did  not  reflect  the 
major  test  score  differences  between  states  which  are  much  larger  than  the  decline  in  test  scores 
over  tim«.  Studies  asserting  a  pattern  of  lowered  College  entrance  test  scores  over  tinr^e  have  failed 
to  adjust  for  the  increased  number  of  students  takir^  the  tests  as  college  education  becomes  an 
optkyi  for  more  than  an  elite  minority.  These  variatkxis  in  test  score  results  on  a  state-by-state  basis 
were  due  to  factors  such  as  fanrtily  income,  percentage  of  students  taking  Vdq  test.  race,  gender, 
class  size.  urbanizat»n.  etc.  (Powell  and  Steelman:  1984).  In  thein  996  study.  Powell  and  Steelnwi 
found  that  higher  per  pupil  expenditures  and  lower  teacher/student  rates  are  significantty  correlated 
with  higher  test  scores  on  the  SAT  and  ACT  exams.  Graham  and  Husted  replkiated  the  1 984  Powell 
findings  in  a  1 992  comprehensive  analysis  of  test  scores  and  the  sock>-denx5graphiccharactenst)cs 
of  the  test  takers  and  their  tamiies.  The  lirdngs  showed  that  race;  se)c 

level  are  significant  determir^ants  of  student  performarxi^e  in  additkxi  to  state  participatkyi  rates. 
Denigration  of  public  schools  and  their  teachers  based  on  studies  that  do  not  include  these  key 
variables  have  no  bass  in  fact  (Graham  and  Husted:  1 993K 

Studies  on  the  impact  of  teacher  unkxiizatkxi  show  tfiat.  overall,  students  benefit.  An  analysis  of 
teacher  unioTtt  and  productivity  found  that  union  school  districts  are  seven  percent  wotb  productive 
for  average  students  arxl  three  percent  more  effective  overall  (Ebert  and  Stone.  1987).  Freeman 
and  Medoff  (1979)  and  other  research  irvjicates  that  urnons  may  inaease  productivity  by  reducing 
woriter  turnover  in  the  schools.  exparKjirg  teacher  training  opportunities  an^ 
between  workers  and  managenDent.  Richard  Mumane  found  that  seniority  rules  for  teaching 
contracts  that  base  wage  levels  and  job  security  on  senk)rity  pronx)ted  the  educatkx^  goals  of 
public  education  more  effectively  than  performance-based  contracts.  (Mumane;  1 987). 

A  1991  report  by  Paul  Grimes  and  Charles  Register  examines  the  impact  of  teachers'  unions  on 
the  test  performance  of  African  American  students  on  the  SAT  exam.  The  article  teachers'  unions 
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and  Black  Students'  Scoras  on  Cdiega  Entrance  Exams  demonstrates  that  external  factors 
such  as  class  size,  size  arxj  location  of  school,  race  and  socio-economic  status  are  significant 
factors  in  determining  student  test  performance  and  that  all  students  in  unionized  schools  scored 
3  percent  higher  on  SAT  exams.  Holdng  other  tactors  constant  African-American  students  in  unicrMzed 
schools  score  almost  104  points  above  the  black  students  in  non-union  schools.  (Grimes  and 
Register  1991). 

One  study  by  Michael  Kurth  in  1987  often  cited  by  conservatives  contradicts  these  findings.  In  a 
published  comment  on  the  Kurth  artk:le.  Nelson  and  Goukl  (1988)  demonstrate  that  the  Kurth 
study  has  serious  deficiencies  in  its  methodology.  These  include  a  failure  to  establish  a  base 
relationship  between  test  performance  and  the  level  of  collective  bargaining  before  Kurth 
postulated  the  inaease  in  collective  bargaining  as  a  cause  for  the  fail  in  test  scores.  There  were 
numerous  other  problems  in  tt-ie  methodology: 

•  Kuth  misrepresented  variations  in  SAT  scores  and  failed  to  take  into  account  the  percentage 
of  high  school  graduates  taking  the  test  in  each  state. 

•  His  study  used  irKonsistent  and  inappropriate  timir^g  factors  (i.e.  the  lag  time  between  initial 
unkxiization  and  that  period  of  impact  on  student  performance). 

•  The  research  included  states  with  collective  bargaining  agreenr^ents  in  the  block  of 
norvur^  states. 

•  The  research  failed  to  include  variables  such  as  race  arxJ  gerxier  (factors  that  Powell  arKj 
Steelnr^  had  fbur^d  to  be  sigrvficant  indkators  of  state  performance  levels  in  1 984). 

•  The  research  mistimed  the  lag  effects  of  sodai  changes  such  as  family  size,  stability  arxj 
levels  of  parent  education.  (Nelson  and  Gould.  1988). 

Nelson  and  Gouki  corrected  many  of  the  problems  in  the  Kurth  analysis  and  found  that  'the 
results  clearty  indicate  that  collective  bargaining  is  associated  with  higher  SAT  scores  no  oianer 
what  equatkyi  is  used^...'  (Nelson  and  Goukt  1988^ 

Despite  the  research  showing  that  unions  are  not  responsit^le  for  poor  test  scores,  school 
violence  and  all  other  forms  of  educatior^  pathology,  advocates  of  privatization  continue  to 
assail  public  education  and  teachers.  The  Institute  for  Wisconsin's  Future  initiated  this  study 
to  update  and  re-analyze  data  on  standardized  testing  by  both  high  school  students  and  grade 
school  students  to  assess  if  collective  bargairung  arrxxig  teachers  in  Wisconsin  and  other  states 
negatively  impacts  the  performarice  of  students. 
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IV.  METHODOLOGY 


A.  M«M4jr«s  of  P«rf omwno^. 

This  study  utilizes  the  1995  SAT  scores  for  public  and  private  high  school  seniors  from  the 
Educational  Testing  Services  as  weU  as  scores  from  the  1994  NAEP  grade  four  reading  exams 
for  public  school  systems  as  the  indicators  for  students'  performance. 

The  Scholastic  Aptitude  Test  (now  called  the  Scholastic  Assessment  Test)  was  originally  norrr^ 
in  1941  on  a  population  of  10,654  white  males  who  primarily  attended  private  universities  in  the 
East  The  test  measures  studerttoxswtedge  in  two  areas.  vertMlardniathefTTat^ 
predict  academic  success  in  college.  Scores  on  the  SAT  are  not  reported  as  the  number  or  percent 
of  correct  answers  (there  are  138  questions),  but  as  a  scale  score,  ranging  from  400  to  1 .600. 

In  this  study,  the  SAT  scores  are  adjusted  based  on  the  percentage  of  high  school  seniors  taking 
the  exams  in  each  state,  because  in  some  states  a  low  percentage  of  test  takers  (the  very  best 
students  wtio  intend  to  go  to  out-of-state  schools)  naturally  raises  the  average  score.  In  some 
parts  of  the  country,  the  ACT  is  rrxxe  commonly  used  than  the  SAT.  Measurement  experts  who 
have  investigated  the  drop  in  SAT  scores  have  concluded  tfiat  the  most  inrportant  reason  for  the 
decline  was  due  to  the  faa  that  a  greater  nunnber  of  students,  especially  those  with  weaker  high 
school  records,  began  to  take  the  SAT.  In  short,  beginning  in  the  mid-l960*s.  takers  of  the  SAT 
became  a  lest  elit«  population  of  high  school  students.  Thus,  in  recent  years,  more  than  one 
milUon  students  Xsktm  the  SAT  annually;  Compare  this  figure  with  th»  10.654  who  originally  took 
theSATin1d41t'  - 

The  National  Assessment  of  Educatkxial  Progress  (NAEP;  reading  testa  are  representative  of  all 
fourth  graders  in  pubic  schools.  Since  1969,  the  NAEP  has  tested  natk^nal  samples  of  students 
ages  nir)e«  thirteen,  and  seventeen.  Only  fourth  grade  reading  scores  have  been  released  on  a 
state-by-state  basis. 
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B,  D«p«nd«nt  Vari«bl«s. 

Union  impact  is  measured  by  the  percentage  of  teachers  in  each  state  covered  by  either  collective 
bargaining  or  meet-and-confer  agreements.  States  are  considered  highly  unionized  if  over  90% 
of  teachers  are  covered  by  collective  bargaining  agreernents.  The  s^te  is  designated  as  mo(^^ 
unionized  state  if  50-90%  of  the  teachers  are  covered  by  collective  bargairwig  or  meet-and-confer 
agreen^s.  The  state  is  designated  a  non-union  state  if  less  than  50%  of  state  teachers  are 
covered  by  collective  bargaining  or  meet-and-confer  agreements.  The  three-way  classification  was 
created  for  presentation  purposes.  The  statistical  model  is  based  on  the  percent  of  teachers  in 
districts  with  collective  bargaining  contracts. 

C.  Independent  Variable 

Regression  ar^alysis  is  used  to  weight  the  impact  of  race,  income,  school  expenditures  and 
urt>anizatjon  on  school  performance  levels.  The  percent  of  high  school  seniors  tal<ing  the  SAT 
test  in  each  state  is  factored  into  the  analysis  and  shown  as  a  separate  outcome  for  the  SAT 
impact  analysis. 


O.  Source*  of  Data 

Test  Takers  is  the  percentage  of  high  school  graduates  taking  the  SAT.  and  Test  Takers  Squared 
is  the  quadratic  term  necessary  to  describe  the  non-linear  relationship  between  Test  Takers  and 
Sat  Score  identified  by  PoweO  and  Steelman  (1964). 

The  union  variables  are  based  on  new  data  (U.S.  Department  of  Education).  Codective  Bargaining 
and  Meet-and'Confer  Onty  are  based  on  1 994  Schools  and  Staffing  Suvey  from  the  Islationai 
Center  for  Education  Statistics  in  1 994.  The  Spending  Per  Pupii  (currerrt  expenditures  or^)  is 
from  the  National  Center  for  Education  Statistics.  1995.  Percent  Minority  (percentage  of  test 
takers)  is  data  from  the  Educational  Testing  Service.  1995. 


THE  INSTITUTE  FOR  WISCONSIN'S  FUTURE 


PAGE  8 


278 


The  Impaa  ofTtachen'  Unions  on  Student  Performance 


V.  ANALYSIS 


Table  1  shows  a  summary  analysis  of  the  impact  of  collective  bargaining  on  student  test 
performance  on  the  SAT  and  NAEP  national  exams  holding  all  other  vanadles  constant.  For  the 
SAT  exams,  high  levels  of  unionization  in  states  are  positively  correlated  with  higher  tests  scores 
adjusted  for  the  rate  of  test  participation.  The  average  score  for  students  in  highly  unionized 
states  IS  almost  30  points  higher  than  in  states  where  less  than  50%  of  the  teachers  are  covered 
by  collective  bargaining  or  meet-and-confer  agreements.  Removal  of  all  effects  associated  with 
collective  bargaining  is  correlated  with  a  reduction  in  the  average  SAT  scores  of  36  points  in 
high-union  states  and  12  points  in  low-union  states. 

The  impact  of  collective  bargaining  on  average  scores  for  the  NAEP  reading  exam  is  also  positive. 
The  average  reading  score  in  highly  unionized  states  is  21 7  compared  to  209  in  non-union  states. 
RenoovaJ  of  all  effects  associated  with  collective  bargaining  results  statistically  in  a  drop  of  nine 
points  in  the  average  score  in  unionized  states. 


Table  1. 

Impact  of  Collective  Bargaining  on 
College  Entrance  Examinations  And  Grade  4  Reading 

1  ■      ^        ^      ■    •         .          -  -  / 

°  High  Level 
Collective 
Bargainiifji 
States- 

Medium  Level 
Collective 
Bargaining 
States 

Non- 

1995  SAT  (50  statu) 

Percent  of  teachers  wittu 

Collectively  t>argained  contract 
Meet-an(Kon1ef  agreement 

98.»- 
1.6; 

63.5 
21.5 

6.1 
11.6 

^  '        SAT  Adjusted  for  test-taking  rai* 
Average  Ranir 
SAT  adjusted  for  collectM  bargaining  iffects 
Change  in  scor» 
Average  Rania  > 

979 
18 
943- 
•36 
21 

966- 
26- 
933 
-35- 

2a 

936 
41 

926 
-8 

32 

1994  HA£P  Grade  4  Readiog  (39  statn) 
Percent  of  teachers  wtttc 

Collective^  bargained  contract 
Mect*and-con1er  agrMment 

98.S 
M 

58.1 
23.3 

6.1 
11.6 

NAEP  Grade  4  Reading 

217 

217 

209 

NAEP  adjusted  for  collective  bargaining  effects' 
Change  in  SCOT* 

208 
-9 

209 
•8 

207 
-2 

'Higti  lival  o(  eoMtcbv*  bargiininQ  tmn  hayi  90%  or  mor«  tucAara  cov« 
Madium  itv«  sotM  luva  60%  10  e9%  o(  tnctMrt  cowwtd  and  IM  itMl  n 

Tid  by  coUksv*  tnrvann^ 
M>taMlnslMn60%ola 
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SAT  Scores  in  Coiiective  Bargaining  States 

Adjusted  for  Ptrcsnugt  of  Studtnts  Taking  T«sa' 


Percen!  Of  Teachers 

Collectively 

Meet 

Adjusted' lor 

Bargaining 

Bargained 

and 

Test  taking  Rale  Stale 

Law 

Contract 

Confer 

SAT 

nlyn  AVBiaQI 

1 .9 

Wisconsin 

X 

1  VV.U 

0  n 

u.u 

QQA  1 
990.  1 

Marytsnd 

X 

inn  n 

n  n 
u.u 

900.9 

New  Jersey 

X 

inn  n 

n  n 
u.u 

Q7Q  1 
9/9.1 

H3W3ii 

X 

100  0 
1  uu.u 

n  n 
u.u 

OA?  Q 

Florida 

X 

inn  n 

u.u 

949.0 

nnOQe  isiana 

X 

inn  n 

lUU.U 

n  n 
u.u 

OAO  1 
909.1 

P  A  n  n  ev/lv/a  n  i% 
rClllldyiVallia 

^ 

100.0 

0  0 

U.W 

9W  1 .  1 

New  Torn 

X 

Q<J  7 

n  n 
u.u 

Q79  A 

MdSSdcnuscus 

X 

99.0 

n  n 
u.u 

900.0 

Mains 

X 

QQ  A 

99. 

n  n 
u.u 

Q7A  Q 
9/0.9 

New  nampsnire 

X 

QQ  ^ 

99. 0 

n  n 
u.u 

lU  10. 1 

Lonnecucui 

X 

QQ  n 

99. U 

1  n 

I.U 

90O.9 

Indiana 

X 

99.0 

1.0 

956.9 

Oregon 

X 

98.7 

6.9 

1012.7 

California 

X 

98.5 

1.4 

956.5 

Alaska 

X 

98.3 

1.3 

992.6 

Washington 

X 

98.2 

1.4 

997.5 

Ohio 

X 

98.1 

1.5 

962.3 

Iowa 

X 

97.3 

1.4 

1000.7 

Michigan 

X 

96.7 

2.6 

966.8 

Illinois 

X 

96.4 

2.3 

991.1 

Vermont 

X 

95.7 

0.0 

981.9 

Delaware 

X 

95.0 

5.0 

977.9 

Nevada 

X 

94.4 

5.4 

930.1 

Montana 

X 

93.0 

3.8 

988.1 

Minnesota 

X 

92.6 

7.4 

1008.1 

Medium  Avtragt 

63.5 

21.S 

968.8 

Idaho 

X 

83.0 

13.0 

931.6 

Nebraska 

X 

82.3 

15.3 

973.1 

South  Dakota 

X 

78.9 

25.5 

969.7 

Utah 

76.4 

21.4 

972.1 

Kansas 

X 

76.4 

21.1 

983.1 

Tennessee 

X 

74.7 

3.5 

978.2 

Colorado 

69.3 

20.3 

989.7 

North  Dakota 

X 

66.3 

28.1 

1008.7 

Oklahonu 

X 

58.4 

13.4 

950.1 

New  Mexico 

X 

54.5 

11.0 

948.3 

Wyoming 

34.0 

35.0 

929.2 

Missouri 

X 

7.7 

51.6 

968.1 

Low  Averagt 

6.1 

11.8 

938.8 

Kentucky 

20  9 

13.9 

932.3 

Arkansas 

17.3 

11.7 

912.2 

Louisiana 

16.0 

3.1 

944.1 

Arizona 

15.1 

17.2 

946.6 

1.8 

15  3 

946  9 

Georgia 

1.7 

o!2 

934!o 

Mississippi 

0.0 

8.4 

934.1 

West  Virginia 

0.0 

12.6 

893.8 

Virginia 

0.0 

32.0 

976.0 

Texas 

0.0 

16.0 

951.6 

North  Carolina 

0.0 

7.8 

941.8 

South  Carolina 

0.0 

1.5 

918.9 

National  Averagt 

63.1 

8.8 

968.1 

'Estimated  SAT  scori  if  35 

4  percent  of  graduating  seniors  took  ttie 

SAT  (the  national  avc 

rage)  using  regression  coetficiems  from 

equation  3.  Table  5. 

^  Unadjusted  SAT  scores  m 

Tat)ie  A1  in  the  Appendix. 
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Tabl«  2  shows  the  50  states  categorized  by  the  level  of  teacher  unionization  correlated  with  the 
SAT  scores  adjusted  for  Test  Takers  and  Test  Takers  Squared.  National  rankings  are  shown  for 
each  category.  The  national  average  for  all  states  is  an  adjusted  S^T  score  of  966  and  a  ranking 
of  25th.  This  table  demonstrates  that  the  states  with  the  highest  level  of  teacher  unionization 
(90%  or  nnore  of  teachers  covered  by  contracts)  have  an  average  adjusted  SAT  score  of  979. 
States  with  moderate  levels  of  collective  bargaining  (50%-  83%)  have  an  average  SAT  score  of 
967.  Those  states  with  the  lowest  levels  of  teacher  organization  (0  -  21  %)  have  an  average 
score  of  936. 


On  the  following  page.  Tabl«  3  shows  the  statistical  impact  of  renrvsving  effects  associated  with 
collective  bargaining  from  the  50  states  on  SAT  scores.  States  are  divided  into  the  three  levels 
of  union  participation  for  presentation  purposes.  This  table  shows  that  the  removal  of  effects 
associated  with  collective  bargaining  is  correlated  with  lower  scores  in  ail  states,  even  those 
with  low  unionization  levels.  In  states  with  high  levels  of  collective  bargaining  (90%  •►).  subtracting 
the  effects  associated  with  collective  bargaining  results  in  a  drop  in  the  average  SAT  score 
from  979  to  943.  In  states  with  moderate  levels  of  collective  bargaining  (50%  -  83%).  removal 
of  collective  bargaining  effects  is  tied  to  a  drop  in  the  average  score  from  967  to  933.  In  states 
with  low  levels  Q#  collective  bargaining  or  meet-andrconfer  partidpation  ( 0  -  20%).  removal  of 
ail  collective  bargainingiacorreiated  vMth  adrop  in  the  average  SAT  score  from  936  to  928. 
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Tabl«3. 


Estimated  Impact  on  SATScorts  of  Removing  Collective  Bargaining  Effects 


Percent  Of  Teachers 

SATAdiusled'For: 

Colleclively 

Meet 

Test 

W/0  Collective 

Bargained 

and 

Taking 

BargainingSAT 

stale 

Contract 

Confer 

Rate 

Scores 

Chanae 

HighAvtnga 

98.0 

1.6 

979.3 

943.S 

36 

Wisconsin 

100.0 

0.0 

996.1 

960.4 

36 

Maryland 

100.0 

0.0 

988.5 

952.8 

36 

NfwJirsiy 

100.0 

0.0 

979.1 

943.4 

36 

Hawaii 

100.0 

n  n 
0.0 

oat  a 
902.9 

92  f  .2 

36 

Florida 

inn  A 

n  n 
o.u 

949.9 

91  J.O 

M 

nnod<  isuno 

inn  n 

n  n 

9/0.0 

on  A 

00 

Pennsylvania 

inn  n 

n  n 

0.0 

Q£1  1 

OOC  A 
929.4 

00 

New  Yo/lc 

n  n 
0.0 

900.0 

tc 
M 

Massacliusatts 

99.0 

n  n 

0.0 

90J.0 

00 

Maine 

99.4 

0.0 

976.9 

941.4 

35 

New  Hampshirt 

99.3 

0.0 

1016.1 

980.6 

35 

Connecticut 

99.0 

1.0 

983.9 

948.0 

36 

Indiana 

99.0 

1.0 

956.9 

921.1 

36 

Oregon 

98.7 

6.9 

1012.7 

973.9 

39 

California 

98.5 

1.4 

956.5 

920.6 

36 

Alaska 

98.3 

1.3 

992.6 

956.8 

36 

Washington 

98.2 

1.4 

997.5 

961.7 

36 

Oluo 

98.1 

1.5 

962.3 

926.5 

36 

Iowa 

97J 

1.4 

1000.7 

965.2 

35 

Michigan 
Illinois 

96.7 

2.6 

966.3 

930.4 

36 

96.4 

2.3 

991.1 

955.5 

36 

Vermont 

95.7 

0.0 

981.9 

947.7 

34 

Delaware 

95.0 

5.0 

977.9 

941.3 

37 

Nevada 

94.4 

5.4 

930.1 

893.6 

37 

Montana 

93.0 

3.8 

988.1 

952.9 

35 

Minnesota 

92.6 

7.4 

1008.1 

971.1 

37 

Medium  AveraBt 

e3.S 

21  .S 

966.1 

932.1 

34 

Idaho 

83.0 

13.0 

931.6 

895.1 

36 

Nebraska 

82.3 

1  C  4 

15.3 

973.1 

935.6 

37 

South  Dakota 

78.9 

25.5 

969.7 

928.1 

42 

Utah 

76,4 

21.4 

972.1 

933.6 

39 

Kansas 

76.4 

41  1 
Z1.I 

983.1 

944.7 

38 

Tennessee 

74.7 

3.5 

978.2 

949.7 

29 

Colorado 

69.3 

20J 

989.7 

954.2 

35 

North  Dakota 

66.3 

28.1 

1008.7 

970.2 

39 

Oklahoma 

58.4 

13.4 

950.1 

922.2 

28 

New  Mexico 

54.5 

11.0 

>  948.3 

923.0 

25 

Wyoming 

34.0 

35.0 

929.2 

898.6 

31 

Missouri 

7.7 

51.6 

968.1 

938.1 

30 

Low  Average 

6.1 

11.1 

938.9 

927.7 

1 

Kentucky 

20.9 

13.9 

932.3 

917.5 

15 

Arkansas 

17.3 

11.7 

912.2 

899.8 

12 

Louisiana 

16.0 

3.1 

944.1 

936.7 

7 

Arizona 

15.1 

17.2 

946.6 

932.1 

14 

Alabama 

1.8 

15.3 

946.9 

938.2 

9 

Georgia 

1.7 

0.2 

934.0 

933.3 

1 

Mississippi 

0.0 

8.4 

934.1 

929.7 

4 

West  Virginia 

0.0 

12.6 

893.8 

887.2 

7 

Virginia 

0.0 

32.0 

976.0 

959.1 

17 

Texas 

0.0 

16.0 

951.6 

943.2 

8 

North  Carolina 

0.0 

7.8 

941.8 

937.7 

4 

South  Carolina 

0.0 

1J 

918.9 

918.2 

1 

NatioMlAvf. 

61.1 

1.1 

966.1 

B37.2 

'Entciet  bargaining  n 

gms  basad  on  cotttctN 

«  bargaining  am 

niMt-and-canttr  coflfnciams  in  tQ\j» 

tion3inTaMA1  inmt  Api 

BargMWig  ngmi  adM 

onanasapplMSAT 

loriMnunMrollHlttkM.  SMTaML 
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Tht  Impaa  of  TeAchen '  Unions  on  SnJent  Paformanct 


On  the  next  page.  Table  4  shows  the  NAEP  test  results  for  39  states  grouped  in  levels  of  teacher 
pariiapation  in  collective  bargaining  and  the  statistical  impact  of  rerrK)ving  collective  tsargaining 
on  NAEP  scores  in  those  states.  Thirteen  states  did  not  participate  in  the  grade  four  reading 
tests.  This  table  demonstrates  that  the  states  with  the  highest  level  of  teacher  unionization 
(90%  f)  have  an  average  adjusted  ^4A£P  score  of  21 7.  States  with  moderate  levels  of  collective 
bargaining  (50%-  83%)  have  an  average  NAEP  score  of  21 7  and  those  states  with  the  lowest 
levels  of  teacher  organization  (0  -  21  %)  have  an  average  score  of  209.  The  national  average  for 
all  states  is  a  NAEP  score  of  214. 

This  table  also  indicates  that  the  removal  of  effects  associated  with  bargainir>g  is  con-elated  with 
lower  scores  in  all  states,  even  those  with  low  unionization  levels.  In  states  with  high  levels  of 
collective  bargaining  (90%-t>).  the  elimination  of  collective  bargaining  is  correlated  with  a  drop  in 
the  average  SAT  score  from  217  to  208.  In  states  with  moderate  levels  of  collective  bargaining 
(50%  •  83%).  removal  of  unionization  is  correlated  with  a  drop  in  the  average  score  from  217 
to  209.  In  states  with  low  levels  of  collective  bargaining  or  meet-and-confer  participation  (0  •  20%). 
removal  of  all  collective  bargaining  effects  results  in  a  statistical  drop  in  the  average  NAEP  score 
from  209  to  207.  The  national  average  fa  all  students  without  collective  bargaining  drops  statistically 
from  214  to  208. 


Regression  Anstysis- 

Thus  far.  we  have  adjusted  average  test  scores  for  the  effect  of  collective  bargaining  on  school 
performance.  The  impact  of  collective  bargaining  indicated  in  the  pxecedir^g  tables  takes  into 
account  other  factors  impacting  school  performance  such  as  household  income,  class  size. 
urt>anization  and  region  by  using  regression  analysis.  The  regression  analysis  tables  below 
describe  the  additional  impact  of  these  variables. 

There  are  two  models  in  this  regression  ar^sis:  the  first  is  or^e  without  collective  bargaining, 
which  looks  solely  at  backgrourxj  factors;  the  second  model  includes  collective  bargaining  and 
the  set  of  factors.  To  understarKj  how  variables  interact  no  one  factor  can  be  analyzed  alone. 
It  is  necessary  to  control  for  other  variables  through  a  numerical  weighting  process. 

.  '-1: 
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Table  4. 


NAEP  Scores  and  the  Impact  of  Removing  Collective  Bargaining* 


Percent  Of  Teachers 

W/G  Collective 

Coilectiwe 

Meet  and 

NAEP 

Bargaining  NAEP 

Bargaining 

Confer 

Grade  4 

Grade4 

Slate 

Contract 

Agreement 

Reading 

Reading 

Change 

High  Averagt 

98.5 

1.2 

216.8 

208.0 

•  9.3 

Wisconsin 

100.0 

0.0 

225.0 

216.0 

-  9.0 

Rhode  Island 

100.0 

0.0 

221.0 

212.0 

•  9.0 

New  Jersey 

100.0 

0.0 

220.0 

211.0 

-  90 

Pennsylvania 

100.0 

0.0 

216.0 

209.0 

-  9.0 

Maryland 

100.0 

0.0 

211.0 

202.0 

-  9.0 

Rorida 

100.0 

0.0 

206.0 

197.0 

-  9.0 

Hawaii 

100.0 

0.0 

202.0 

193.0 

-  9.0 

New  York 

99.7 

0.0 

213.0 

204.0 

-  9.0 . 

Massachusetts 

99.6 

0.0 

224.0 

215.0 

-  9.0 

Maine 

99.4 

0.0 

229.0 

220.0 

-  9.0 

New  Hampshire 

99.3 

0.0 

224.0 

215.0 

-  9.0 

Connecticut 

99.0 

1.0 

223.0 

214.0 

-  9.0 

Indiana 

99.0 

1.0 

221.0 

212.0 

-  9.0 

California 

98.5 

1.4 

198.0 

191.0 

-  9.0 

Washington 

98.2 

1.4 

214.0 

205.0 

-  9.0 

Iowa 

97.3 

1.4 

224.0 

215.0 

-  9.0 

Delaware 

95.0 

5.0 

207.0 

197.0 

-10.0 

Montana 

93.0 

3.8 

223.0 

214.0 

-  9.0 

Minnesota 

92.6 

7.4 

219.0 

209.0 

•10.0 

Medium  Avf  ragt 

58.2 

23.3 

217.4 

209.0 

•  8.3 

Nebrasica 

82.3 

15.3. 

221.0 

211.0 

-10.0 

Utah 

76.4 

21.4 

218.0 

208.0 

-10.0 

Tennessee 

74.7 

3.5 

214.0 

207.0 

-  7.0 

Colorado 

69.3 

20.3 

214.0 

205.0 

-  9.0 

North  Dakota 

66.3 

28.1 

226.0 

216.0 

-10.0 

New  Mexico 

54.5 

11.0 

206.0 

200.0 

•  60 

Wyoming 

34.0 

35.0 

222.0 

214.0 

-  8.0 

Missouri 

7.7 

51.6 

218.0 

211.0 

-  7.0 

Low  Averagt 

6.1 

11.6 

209.1 

207.0 

-  2.0 

Kentucky 

20.9 

13.9 

213.0 

209.0 

-  4.0 

Arkansas 

17.3 

11.7 

210.0 

207.0 

-  3.0 

Louisiana 

16.0 

3  1 

198.0 

196.0 

Arizona 

15.1 

17^ 

207.0 

203.0 

-  4.0 

Alatiama 

1.6' 

15.3 

209.0 

207.O 

-  2.0 

Georgia 

1.7 

0.2 

208.0 

208.0 

•  0.0 

North  Carolina 

0.0 

7.8 

215.0 

214.0 

-  1.0 

West  Virginia 

0.0 

12.6 

214.0 

212.0 

-  2.0 

Virginia 

0.0 

32.0 

214.0 

210.0 

-  4.0 

Texas 

0.0 

16.0 

213.0 

211.0 

-  2.0 

South  Carolina 

0.0 

1.5 

205.0 

205.0 

-  0.0 

Mississippi 

0.0 

8.4 

203.0 

202-0 

•  1.0 

NationaiAvg. 

61.0 

9.0 

214.0 

208.0 

•  6.8 

'States  not  included  in  tti 

is  study  arrAMa.  Idaho.  1 

Itinois.  Kansas.  MiOiig 

lan.  Nevaoa.  Ohio.  Oklahoma.  Oregon.  South  Oakoa 

andVemwrn 

because  mey  did  not  pvticipatt  in  NAEP. 
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The  Impact  ofTeachm '  Unions  on  SnuUnt  PrrformAnce 


taW*  5  sfiows  results  from  regression  models  for  the  SAT  test  scores  using  demographic,  fiscal 
and  union  varables.  The  percentage  of  test  takers  participating  is  statistically  significant  at  the  5% 
level  in  both  models,  that  the  percentage  of  minority  students  is  statistically  significant  in  model 
1  at  the  5%  level,  and  collective  bargaining  is  statistically  significant  at  the  5%  level  in  model  2. 
Income,  per-pupil  education  spending,  percent  of  graduates  from  private  high  schools,  and  the 
regional  impact  of  southern  states  did  not  show  a  statistically  significant  effect  on  test  scores  in 
the  analysis  including  unionization.  In  equation  1 .  where  unionization  is  omitted,  percent  minority 
had  a  larger  and  statistically  significant  effect  on  test  scores.  Income  had  a  somewhat  larger 
effect  and  was  weakJy  significant  at  the  .15  level  in  the  equation  without  unionization  effect.  Both 
higher  minority  student  populations  and  income  are  moderately  con-elated  with  unionization. 


Tables. 

Regression  Models  of  State  SAT  Scotm 
(Vsrfoal  and  Math  Combined)  on  Demographic,  Fiscal  and  Union  Variables 

(Alt  T  values  are  in  parentheses) 


fgle.in 

m 

|2| 

131 

SAT(Math&Vert)al) 

986 

Test  Takers 

35.2% 

-  6.53^ 
(8.96) 

-  6.016* 

(8.36) 

•5.944* 

(8.62) 

Test  Takers  Squareti 

1940 

0.0525* 
(5.67) 

0.04332* 
(4.511) 

0.0424* 

(4.68) 

Percent  Urtaiv 

68.1% 

0.15 
(0.453) 

-  0.278 
(0.784) 

Private  H.S.  Grads 

9.5% 

0.437 
(0.515) 

0.588 
(0.706) 

Spending  Per  PupU 

$  5,303 

0.0025 
(0.58) 

-0.0005 
(0.12) 

Income  Per  Capita 

$20.95a 

0.0039 
(1.52) 

0.0023 
(0.925) 

Percent  MinoritJ(l^- 

20.5%- 

- 1.204* 
(2.59r 

-0.23 
(0.44) 

Collective  Bargainingr^-; 

56.8% 

0.357* 
(1.96) 

Meet-and-ConferOrtj^ 

8.9% 

0.528 
(1.09) 

South  (1 -yes); 

-9.61 
(0.76) 

Constant 

1094 

1007 

1038 

50 

50 

50 

Adjusted  R-Squared 

0.87 

0.901 

0.92 

*SignificamatS%itv# 
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On  the  follovMng  page,  the  regression  rrxxJete  for  the  NA£P  test  scores  using  demographic,  fiscal  and 
union  variables  show  somewhat  different  results  in  Tabl«  6  but  the  correiation  between  unionization 
and  higher  test  results  is  clear.  The  differences  in  results  are  not  surprising  since  the  NAEP  test 
measures  the  achievement  of  all  4th  grade  students,  not  just  the  college  bound.  In  this  analysis, 
the  percent  of  students  in  the  states  graduating  from  private  schools  is  negatively  correlated 
with  high  test  scores.  The  larger  the  number  of  students  in  private  schools,  the  poorer  the  test 
scores.  This  result  is  statistically  significant  at  the  5%  level.  In  bivariate  analysis,  income  per 
capita  in  the  state  is  positively  related  to  higher  test  scores  via  other  variables  in  the  regression 
model.  Percent  of  minority  students  is  also  negatively  correlated  with  higher  test  scores  at  a 
significant  level  without  collective  bargaining.  When  collective  bargaining  is  faaored  in.  minority 
fades  to  insignificance.  High  abserKe  rates  in  a  state  is  correlated  vt^th  tower  test  scores  at  a 
significant  level.  The  percentage  of  children  in  classes  of  less  than  25  is  correlated  with  higher 
test  scores  at  a  statistically  significant  level.  Collective  bargaining  is  also  significant  with  higher 
levels  of  collective  bargaining  associated  with  higher  test  scores.  (See  Table  A2  in  the  Appendix.) 


Results  Considering  Ail  Evidence,  SAT  and  NAEP 

Taking  into  account  evidence  from  the  NAEP  4th  Grade  reading  test  and  the  more  limited  SAT 
college  boards,  there  is  strong  evidence  that  there  is  a  positive  relationship  between  collective 
bargaining  and  higher  scores  in  both  the  SAT  arxj  NAEP  tests.  Income  is  a  significant  factor  for 
the  SAT  scores.  For  the  NAEP  reading  scores,  low  income,  large  class  size,  high  absence  rates. 
HTMnority  enrollment,  and  the  levsl  ol  privats  school  attendance  are  correlated  with  low  performarxs 
levels  at  the  state  level. 

Data  indKates  that  states  with  collecth/e  bargaining  have  SAT  scores,  adjusts 
high  sthod  test  takers,  almost  40  points  higher  than  the  states  with  minimal  collective  bargaining 
or  meet-and-confer  rights  ar)d  the  statistical  impact  of  removing  collective  bargaining  is  a  drop 
in  state  perfomnance  levels  of  35  points  in  the  average  state  score.  The  same  results  are 
derrnsnstrated  for  the  NAEP  test  where  states  with  high  levels  of  collective  bargaining  show 
test  results  nine  points  higher  than  states  with  low  levels  of  collective  bargarurig.  The  removal  of 
all  collective  bargaining  from  ail  states  is  associated  vi/ith  a  seven  point  drop  in  scores  for  all 
fourth  grade  students. 
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Tabloe. 


Regressk)n  Models  of  State  Gi3de  4  Pubik:  School  NAEP  Reading 
''Scom  On  DenfK>graphk:,  Fiscal  and  Unk)n  Variables" 

(AJi  lvalues  are  in  parentheses.) 


Mean  „ 

HI 

121 

Grad«  4  NAEP  Reading 

214.5 

Percant  Urban* 

68.6% 

0.01^- 
(0.259>' 

-0.04 
(0.56) 

Private  H.S.  Grads 

10.2%- 

-0.435* 

(2.83) 

•0.466* 
(3.23) 

Spending  Per  Pupil  . 

$5^ 

0 

(0.024)^ 

•0.001 
(0.641) 

Income  Per  Capita 

$20.92t 

O-OOt*^ 
(2.45^ 

O.oot 

(1.85) 

Percent  Minority 

21.7% 

•O-STT- 

(4.25)^.:  . 

-0.136 
.  (1^7) 

Percent  lEP  or  LEP- 

14.2% 

0.27t'- 
(U7> 

0.02* 
(0.137) 

High  Absence  Rat*- 

15.0%? 

•0.356r- 
(2.87^- 

•0.271* 
(2.4)r 

Class  Sizi  Under  25r  .. 

"  66.6%«^  . 

."     0.147:::i^;  ^ 

(3.1211  :: 

V.  o.2oa? 

Collective 


Meet-and-ConferOils^^^ 
Constant^?- 


56.7%^> 


Adjusted  R-SQuare(fe 


194;39|^^. 


.  o.o93ar 

19&#^ 
.  3» 
^'  0.81» 


>Signini2niaiS%ta««* 
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VI.  CONCLUSION 


The  data  generated  in  this  study  demonstrate  that  collective  bargaining  is  not  responsible  for  poor 
student  performance.  In  fact,  in  states  with  high  levels  of  teacher  unionization,  student  scores  on 
standardized  tests  are  higher  than  in  states  with  low  levels  of  teacher  participation  in  collective 
bargaining  or  nneet-and-confer  activities.  There  are  many  possible  explanations  for  the  higher 
scores  obtair^ed  in  states  with  unionized  schools.  Through  negotiations,  unionized  teachers  have 
more  leverage  over  conditions  that  impact  school  performance  such  as  class  size,  academic 
resources,  teacher  trair^ng,  academic  and  social  support  services  than  non-union  educators,  in 
addition,  higher  wages  and  benefits,  as  well  as  negotiated  ghevartce  procedures  obtained  through 
unionization,  create  a  work  environment  that  encourages  teacher  stability  and  commitment,  essential 
characteristics  of  an  effective  school. 

Socio-economic  factors  such  as  low  household  income,  large  class  size,  high  rates  of  absenteeism, 
higher  percentages  of  minority  students  and  larger  numbers  of  persons  graduating  from  pnvate 
schools  are  significantly  correlated  with  lower  test  scores.  After  controlling  for  these  vanabies,  the 
impact  of  unionization  changes  little. 

In  short: 

•  Collective  bargaining  is  not  a  destructive  force  in  public  education.  Students  have  higher 
test  scores  in  unionized  states. 

•  Contrary  to  the  claim  of  privatization  advocates,  there  is  no  evidence  that  increased 
competition  from  private  schools  Improves  public  school  performance. 

•  Socio-ecofxxnic  factors  are  the  crucial  factors  in  detem^ning  student  performance. 

•  Class  size  matters.  Smaller  classes  are  con-elated  with  improved  test  performance. 

Public  education  faces  a  number  of  serious  problems  that  do  impact  children's  education  and 
perfonnance.  Efforts  by  teachers  to  organize  for  decent  wages  and  working  condition  standards 
is  not  one  of  them.  Poverty  rates  anrnxig  children  contnue  to  rise  across  the  country.  Social  and 
financial  instability  contributes  to  high  rates  of  mobility  and  disorganization,  particularly  among 
low-income  households.  Federal  and  state  budget  cuts  have  led  to  a  reduction  in  resources  for 
school  hiring,  teacher  training,  and  educational  resources  resUting  in  larger  class  size  with  inadequate 
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programming  in  many  schools.  Often,  social  and  economic  depnvation  lead  to  increased  learning 
disablities  and  befiavior  problems  which  compound  the  difficulties  encountered  in  more  crowded 
classrooms  and  schools. 

The  criticisms  leveled  at  teachers'  unions  are  generaJly  tied  to  an  overall  negative  assessment  of 
public  education  and  proposals  to  privatize  education.  These  advocates  claim  that  privatized 
education  will  improve  student  performance  by  'breaking  the  educational  monopoly  of  public 
schools  and  teachers'  unions,"  Data  from  this  study  denxxistrates  that  "breaking  the  unions"  will 
hurt,  not  help,  student  pertormarK».  The  issues  that  must  be  faced  arxJ  dealt  with  are  more 
fundamental.  The  public  school  system  is  a  crucial  instrtutioo  established  to  educate  children 
from  numerous  and  diverse  communitiee.  To  provide  a  quality  education  for  these  children 
requires  the  schod  system  to  adapt  and  resporxj  efliectivety  to  pervasive  arxj  ctffiait  social  conditions. 
Fragmenting  the  system,  redudr^  resources  arxj  jeopardizing  the  stability  of  the  teaching  staff 
will  not  further  this  goal. 


THE  INSTITUTE  FOR  WISCONSINTS  FUTURE 


PAGE  19 


289 

VIL  APPENDIX  Table  A1. 


SAT  Scores  in  Collective  Bargaining  States 


Adiusted-for 

Percent 

Test  taking  Rate 

State 

SAT 

Ql  Seniors 

Taking  SAT 

High  Avtngi 

943.5 

43.4 

979.3 

Wisconsin 

1073 

9 

996.1 

Maryland 

909 

64 

988.5 

New  Jersey 

898 

70 

979.1 

Hawaii 

889 

57 

962.9 

Florida 

889 

48 

949.5 

Rhode  Island 

888 

70 

969.1 

Pennsylvania 

880 

70 

961.1 

New  York 

892 

74 

972.4 

Massactiusetts 

907 

80 

983.8 

Maine 

896 

68 

976.9 

New  Hampshire 

935 

70 

1016.1 

Connecticut 

903 

81 

983.9 

Indiana 

882 

58 

956.9 

Oregon 

947 

51 

1012.7 

Caiifomla 

902 

45 

956.5 

Alaska 

934 

47 

992.6 

Washington 

937 

48 

997.5 

Ohio 

975 

23 

962.3 

Iowa 

1099 

5 

10O0.7 

Michigan 

1033 

11 

966.3 

Illinois 

1048 

13 

991.1 

Vermont 

901 

68 

981.9 

Delawarf 

897 

68 

977.9 

Nevada 

917 

30 

930.1 

Montana 

1009 

21 

988.1 

MinnAsot^ 

1085 

9 

1008.1 

Medium  Awtragt 

1037.3 

10.8 

966.8 

Idaho 

979 

15 

931.6 

Nebraska 

1050 

9 

973.1 

South  Dakota 

1068 

5 

969.7 

Utah 

1076 

4 

972.1 

Kansas- 

1060 

9 

983.1 

Tennessee 

1040 

12 

978.2 

Colorada 

980 

29 

989.7 

North  Dakota 

1107 

5 

1008.7 

Oklahoma: 

1027 

9 

950.1 

New  Mexica 

1015 

11 

948.3 

Wyoming 

1001 

10 

929.2 

Missourv 

1045 

9 

968.1 

LOW  Awrifvr 

Kentucky 

999^ 

11 

932.3 

Arkansas 

1005 

6 

912.2 

Louisiana 

1021 

9 

944.1 

Arizona 

944 

27 

946.6 

Alabama 

1029 

8 

946.9 

Georgia 

854 

65 

934.0 

Mississippi 

1038 

4 

934.1 

West  Virginia 

932 

17 

893.8 

Virginia 

896 

65 

976.0 

Texas 

893 

47 

951.6 

North  Carolina 

865 

60 

941.8 

South  Carolina 

844 

58 

918.9 

National  AYtragt 

966.1 

35.3 

966.1 

'Estmaied  SAT  score  if  35.4  ptrcant  of  graduating  stniors  took  tn«  SAT  (tfM  natwnal  avtragt)  using  rtgressiofl  coetlidems 
from  icuatiofl  3.  TaM  5. 
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